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GLOSSARY OF KEY TERMS AND REFERENCED ACCOUNTING STANDARDS

/fs C

;1 Capital

AGL Networks

AGL Resources
AGSC

CGC

Corporate

Credit Facility
Distribution operations
EBIT

Energy investments

GAAP

Heritage

Marketers
Medium-Term notes

NYMEX
PUHCA

SEC

Sequent
SouthStar
Trust Preferred
Securities

US Propane

,Elesale. services

Atlanta Gas Light Company

AGL Capital Corporation

'AGL Networks, LLC

AGL Resources Inc. and its subsidiaries

AGL Services Company

Chattanooga Gas Company

Non-operating segment, which includes AGSC and AGL Capital”

Credit agreements supporting our commercial paper program

Segment that includes AGLC, VNG and CGC

A non-GAAP measure of Earnings Before Interest and Taxes - includes other income; as an indicator of our

 operating performance, EBIT should not be considered an alternative to, or more meaningful than, operating

income as determined in accordance with GAAP

Segment that includes our investments in SouthStar, US Propane (and its investment in Heritage), AGL
Networks and certain other companies

Accounting principles generally accepted in the United States of America

Heritage Propane Partners, L.P. '

Georgia Public Service Commission-certificated marketers selling retail natural gas in Georgia

Notes issued by AGLC scheduled to mature in 2003 through 2027 bearing various interest rates ranging from
5.9% to.8.7% :

New York Mercantile Exchange, Inc. ;

Public Utility Holding Company Act of 1935, as amended

Securities and Exchange Commission

Sequent Energy Management, LP

SouthStar Energy Services, LLC

Trust preferred securities subject to mandatory redemption

US Propane, L.L.C.
Virginia Natural Gas, Inc.
Segment that consists primarily of Sequent

APB 25
. EITF 98-10
EITF 00-11

EITF 02-03
FIN 44
FIN 45

FIN 46
SFAS 5
SFAS 66
SFAS 71
SFAS 123
SFAS 133
SFAS 143
SFAS 148

SFAS 149
SFAS 150

Accounting Principles Board of Opinion No. 25, “Accounting for Stock Issued to Employees”

EITF Issue No. 98-10, “Accounting for Contracts Involved in Energy Trading and Risk Management Activities”
EITF Issue No. 00-11, “Lessors' Evaluation of Whether Leases of Certain Integral Equipment Meet the
Ownership Transfer Requirements of FASB Statement No. 13, Accounting for Leases, for Leases. of Real Estate™
EITF Issue No. 02-03 “Accounting for Contracts Involved in Energy Trading and Risk Management Activities”
FASB Interpretation No. 44, “Accounting for Certain Transactions involving Stock Compensation”

FASB Interpretation No. 45, “Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including
Indirect Guarantees of Indebtedness of Others” S

FASB Interpretation No. 46, “Consolidation of Variable Interest Entities”

SFAS No..5, “Accounting for Contingencies”

SFAS No. 66, “Accounting for Sales of Real Estate”

SFAS No. 71, “Accounting for the Effects of Certain Types of Regulation”

SFAS No. 123, “Accounting for Stock-Based Compensation”

SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities”

SFAS No. 143, “Accounting for Obligations Associated with the Retirement of Long-Lived Assets”

SFAS No. 148, “Accounting for Stock-Based Compensation — Transition and Disclosure — an amendment of
FASB Statement No. 123”

SFAS No. 149, “Amendment of Statement 133 on Derivative Instruments and Hedging Activities”

SFAS No. 150, “Accounting for Certain Financial Instruments with Characteristics of both Liabilities and
Equity” ‘




Item 1. Financial Statements

AGL RESOURCES INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS

(UNAUDITED)
’ June 30, December 31,
In millions 2003 2002
Current assets e ,
Cash and cash equivalents $3.3 $8.4

Receivables (less allowance for uncollectible accounts of
$3.0 million at June 30, 2003 and $2.3 million at

‘December 31, 2002) , 286.7 373.1
Inventories 168.4 118.2°
Unrecovered environmental response costs — current 23.8 21.8
Unrecovered pipeline replacement program costs — current 18.4 15.0
Energy marketing and risk management assets 11.6 24.7
Other current assets 4.5 25.2

Total current assets 516.7 ’ 586.4
Property, plant and equipment
Property, plant and equipment 3,390.4 3,3232
Less accumulated depreciation 1,165.6 1,129.0
Property, plant and equipment-net 2,224.8 - 2,194.2
Deferred debits and other assets
Unrecovered pipeline replacement program costs , 436.9 499.3
Goodwill 176.2 176.2
Unrecovered environmental response costs 155.3 173.3
Investments in equity interests 1123 74.8
Unrecovered postretirement benefit costs 10.8 : 10.9
Other 24.9 26.9
Total deferred debits and other assets 916.4 961.4
Total assets $3,657.9 $3,742.0

See Notes to Condensed Consolidated Financial Statements. (Unaudited).



AGL RESOURCES INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS

(UNAUDITED)
June 30, December 31,
In millions 2003 2002
Current liabilities
Payables $387.1 $341.8
Short-term debt 147.5 388.6
Current portion of long-term debt 95.3 30.0
Accrued pipeline replacement program costs — current 67.1 50.0
Accrued expenses 61.0 58.2
Accrued environmental response costs — current 48.4 41.3
Energy marketing and risk management liabilities 114 17.9
~ Other current liabilities 74.7 88.0
Total current liabilities 892.5 1,015.8
Accumulated deferred income taxes 344.3 320.0
Long-term liabilities ‘
Accrued pipeline replacement program costs 364.5 444.0
Accrued pension obligations ' 66.8 72.7
Accrued postretirement benefit costs 51.5 49.2
Accrued environmental response costs 375 63.7
Other 9.2 -
Total long-term liabilities 529.5 629.6
Deferred credits 70.6 72.3
Commitments and contingencies (Note 4)
Capitalization ‘
Senior and Medium-Term notes 696.8 767.0
Trust Preferred Securities 228.3 227.2
Total long-term debt 925.1 994.2
Common shareholders’ equity, $5 par value 895.9 710.1
Total capitalization ' 1,821.0 1,704.3
Total liabilities and capitalization $3,657.9 $3,742.0

See Notes to Condensed Consolidated Financial Statements (Unaudited).



AGL RESOURCES INC AND SUBSIDIARIES

CONDENSED STATEMENTS OF CONSOLIDATED INCOME
FOR THE THREE MONTHS AND SIX MONTHS ENDED JUNE 30, 2003 AND 2002

(UNAUDITED)
Three Months Ended June 30, Six Months Ended June 30,
In millioﬁs, except per share amounts, 2003 2002 2003 2002
Operating revenues $186.6 $161.2 $539.1 $433.1
Cost of sales 454 24 .4 194.0 121.5
Operating margin ’ 141.2 136.8 345.1 311.6
Operating expenses
Operation and maintenance expenses 69.9 65.2 142.1 1354
Depreciation and amortization 22.7 22.5 45.0 45.6
Taxes other than income 7.7 7.2 15.6 14.7
Total operating expenses 100.3 94.9 202.7 195.7
Operating income 40.9 41.9 142.4 1159
Other income 8.3 (1.7) 24.4 24.6
Interest expense and dividends on preferred
securities : (18.2) (21.2) (38.1) (43.9)
Earnings before income taxes 31.0 19.0 128.7 96.6
Income taxes 12.1 6.7 50.2 34.2
Income before cumulative effect of change in
accounting principle 18.9 12.3 78.5 62.4
Cumulative effect of change in accounting
principle, net of taxes - - (7.8) -
‘Net income $18.9 $12.3 $70.7 $62.4
Basic earnings per common share:
Income before cumulative effect of change in
accounting principle $0.30 $0.22 $1.27 $1.12
Cumulative effect of change in accounting
principle , : - - (0.13) -
Basic $0.30 $0.22 $1.14 $1.12
~ Diluted earnings per common share: '
Income before cumulative effect of change in
accounting principle $0.29 $0.22 $1.26 $1.11
Cumulative effect of change in accounting ’ ‘
principle - - (0.13) -
Diluted , $0.29 $0.22 $1.13 $1.11
Weighted-average number of common shares
outstanding:
Basic 63.5 56.0 61.9 55.9
Diluted 64.2 56.5 62.4 56.2

See Notes to Condensed Consolidated Financial Statements (Unaudited).



AGL RESOURCES INC. AND SUBSIDIARIES

43} CONDENSED CONSOLIDATED STATEMENTS OF COMMON SHAREHOLDERS’ EQUITY
. FOR THE SIX MONTHS ENDED JUNE 30, 2003 '
(UNAUDITED)
Premium on Other Shares held in
Common common Eamings  comprehensive  treasury and
In millions, except per share amounts shares shares reinvested income trust Total
Balance as of December 31, 2002 $289.0 $209.8 - - $279.8 ($49.2) ($19.3) $710.1
Comprehensive income: ; ,
Net income - - 70.7 - - 70.7
Total comprehensive income . 70.7
_ Dividends on common shares .
($0.27 per share) - - (16.2) - - (16.2)
.Dividends on common shares
($0.28 per share) - - 17.7) - - (17.7)
Total dividends on common shares (33.9)
Issuance of common shares ‘ v
.Equity offering on February 14, /
2003 322 104.5 136.7
Benefit, stock compensation, :
dividend reinvestment and share
purchase plans . - 23 - - 10.0 123
_Total issuance of common shares . : , 149.0.
Balance as of June 30, 2003 ‘ $321.2 $316.6 - $316.6 ($49.2) ($9.3) $895.9

See Notes. to. Condensed Consolidated Financial Statements (Unaudited).
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AGL RESOURCES INC. AND SUBSIDIARIES
f\} CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE SIX MONTHS ENDED JUNE 30, 2003 AND 2002
(UNAUDITED)

Six Months Ended June 30,

In millions 2003 2002

Cash flows from operating activities
Net income ‘ $70.7 $62.4
Adjustments to reconcile net income to net cash flow

from operating activities ’

Depreciation and amortization 450 45.6
Deferred income taxes , 244 27.9
Cumulative effect of accounting change 12.6 -
Earnings in equity investments (244) (24.6)
Change in risk management assets and liabilities (6.0) 1.0
Changes in certain assets and liabilities ‘
Receivables ; 86.4 (61.9)
Payables 453 108.8
Inventories (50.2) 24.0
Other 0.9 18.1
Net cash flow provided by operating activities 204.7 201.3
Cash flows from investing activities
Property, plant and equipment expenditures (77.2) 87.4)
Investment in equity interests (20.0) -
P Cash received from equity investments 7.0 4.1
> Other. 6.0 0.1
Net cash flow used in investing activities (84.2) (83.2)
Cash flows from financing activities
Payments and borrowings of short-term debt, net (241.1) (60.2)
Dividends paid on common shares (31L.8) (26.4)
Equity offering 136.7 -
Sale of treasury shares 10.0 9.9
Payments of Medium-Term notes o - (45.0)
Other 0.6 0.6
Net cash flow used in financing activities (125.6) (121.1)
Net decrease in cash and cash equivalents (5.1 (3.0)
Cash and cash equivalents at beginning of period 8.4 7.3
Cash and cash equivalents at end of period $3.3 $4.3
Cash paid during the period for:
Interest , $29.7 $37.6
Income taxes $14 $11.2

See Notes to Condensed Consolidated Financial Statements (Unaudited).




AGL RESOURCES INC. AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

Ta ‘}ignificant Accounting Policies
General

Unless the context requires otherwise, references to “we”, “us”, “our” or the “company” are intended to mean
consolidated AGL Resources Inc. and its subsidiaries (AGL Resources). We have prepared the accompanying unaudited
consolidated financial statements under the rules of the Securities and Exchange Commission (SEC). Under such rules
and regulations, we have condensed or omitted certain information and notes normally included in financial statements
prepared in conformity with accounting principles generally accepted in the United States of America (GAAP). We
believe, however, that our disclosures are adequate to make the information presented not misleading. The consolidated
financial statements reflect all adjustments that are, in the opinion of management, necessary for a fair presentation of our
financial results for the interim periods. You should read these condensed consolidated financial statements in conjunction
with our consolidated financial statements and related notes included in our Annual Report on Form 10-K for the year
ended December 31, 2002, filed with the SEC on March 19, 2003. Due to the seasonal nature of our business, the results
of operations for the three and six months ended June 30, 2003 are not necessarily indicative of our results of operations
to be expected for any other interim period or for the year endmg December 31, 2003. For a glossary of key terms and
referenced accounting standards, see the glossary on page three of this filing.

Basis of Presentation.

Our consolidated financial statements include our accounts and those of our majority-owned and controlled subsidiaries.
All significant intercompany items have been eliminated in consolidation. Certain amounts from prior periods have been
reclassified to conform to the current presentation.

i >ounting for Asset Retirement Obligations

In June 2001, the Financial Accounting Standards Board (FASB) issued Statement of Financial Accounting Standards
(SFAS) 143, “Accounting for Obligations Associated with the Retirement of Long-Lived Assets,” (SFAS 143), which is
effective for fiscal years beginning after June 15, 2002. SFAS 143 requires legal obligations associated with the retirement
of long-lived assets to be recognized at their fair value at the time that the obligations are incurred. Upon initial
recognition of a liability, that cost should be recognized as an obligation and capitalized as part of the related long-lived
asset. We adopted SFAS 143 on January 1, 2003, and it did not have a material impact on our financial position or results
of operations because no legally enforceable retirement obligations were identified.

Our regulated entities currently accrue removal costs on many of our regulated, long-lived assets through depreciation
expense, with a corresponding charge to accumulated depreciation, in accordance with rates approved by their state
jurisdictions. As of June 30, 2003, we included accumulated removal costs of $103.9 million in our total accumulated
depreciation.

Stock-based Compensation

We have several stock-based employee compensation plans and account for these plans under the recognition and
measurement principles of Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees”
(APB 25) and related interpretations. For our stock option plans, we generally do not reflect stock-based employee
compensation cost in net income, as options for those plans had an exercise price equal to the market value of the
underlying common stock on the date of grant. However, if we subsequently modify the terms of the option granted we
re-measure the intrinsic value of the options and record compensation expense in accordance with FASB Interpretation
‘No. 44, “Accounting for Certain Transactions Involving Stock Compensation,” when the market value of the underlying

vk on the modification date is greater than the market value of the underlying stock on the original measurement date
wogrant date.




Tn December 2002, the FASB issued SFAS 148, “Accounting for Stock-Based Compensation — Transition and Disclosure —
an amendment of FASB Statement No. 123” (SFAS 148). SFAS 148 provides alternative methods of transition for a
Juntary change from other methods of accounting to the fair value based method of accounting for stock-based employee
ﬂmpensation. Under the fair value based method, compensation cost for stock options is measured when options are
granted. In addition, SFAS 148 amends the disclosure requirements of SFAS 123 “Accounting for Stock-Based
Compensation” (SFAS 123), which requires more prominent and more frequent disclosures in financial statements of the
effects of stock-based compensation. ‘

As of December 31, 2002, we adopted SFAS 148 through continued application of the intrinsic value method of accounting
under APB 25, and we disclosed the effect on our net income and earnings per share of total stock-based employee
compensation expense determined under the fair value based method. The following table illustrates the effect on our net
income and earnings per share if we had instead applied the fair value recognition provisions of SFAS 123.

Three Months Ended June 30, Six Months Ended June 30,
In millions, except per share amounts 2003 2002 2003 2002
Net income, as reported $18.9 $12.3 $70.7 $62.4
Deduct: Total stock-based employee ‘
compensation expense determined under
fair value based method for all awards,

net of related tax effect 0.1 0.4 0.2 1.8
Pro forma net income $18.8 $11.9 $70.5 $60.6
Earnings per share: ;
Basic-as reported $0.30 $0.22 $1.14 $1.12
Basic-pro forma $0.30 $0.21 $1.14 $1.08
- Diluted-as reported $0.29 $0.22 $1.13 $1.11
: \} Diluted-pro forma $0.29 $0.21 $1.13 $1.08
Comprehensive Income

Our comprehensive income includes net income and other gains and losses affecting shareholders’ equity that GAAP
excludes from net income. Such items consist primarily of unrealized gains and losses on certain derivatives and
minimum pension liability adjustments. There were no such items during the six months ended June 30, 2003 and 2002,
and as a result, our total comprehensive income was equal to net income.

Earnings per Common. Share

‘We compute basic earnings per common share by dividing our income available to common shareholders by the
weighted-average number of common shares outstanding daily. Diluted earnings per common share reflect the potential
dilution that could occur when potential diluted common shares are added to common shares outstanding.

‘We derive our potential diluted common shares from performance units and stock options. The future issuance of the
performance units depends on the satisfaction of certain performance criteria. The future issuance of outstanding stock
options depends upon the exercise prices of the stock options, which are less than the average market price of the common
shares for the respective periods. The following table shows our calculation of our diluted earnings per share.
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Three Months Ended June 30,  Six Months Ended June 30,
= millions 2003 2002 2003 2002
. _Jenominator for basic earnings per share
(daily weighted-average shares outstanding) 63.5 56.0 61.9 55.9
Assumed exercise of performance units and stock
options 0.7 0.5 0.5 0.3
Denominator for diluted earnings per share 64.2 56.5 62.4 56.2

Common Shareholders’ Equity

On February 14, 2003, we announced the completion of our public offering of 6.4 million shares of common stock under
our shelf registration statement. We priced the offering at $22.00 per share, and generated net proceeds of approximately
$136.7 million, which we used to repay outstanding short-term debt and for general corporate purposes.

The following table provides details of our authorized, issued and outstanding common stock as of December 31, 2002
and June 30, 2003 and our common share activity during the six months ended June 30, 2003:

Shares in millions Authorized Issued Treasury Shares Outstanding
As of December 31, 2002 750.0 57.8 (LD 56.7
Three months ended March 31, 2003 - 6.4 0.2 6.6
Three months ended June 30, 2003 - - 0.4 0.4
As of June 30, 2003 750.0 64.2 (0.5) 63.7

On April 16, 2003, we announced a 4% increase in our common stock dividend, raising the quarterly dividend from $0.27
per share to $0.28 per share, for an indicated annual dividend of $1.12 per share. Our new quarterly dividend became
~ ective with the June 1, 2003 dividend that we paid to our shareholders of record as of the close of business on May 16,

Tee e 3i

The following table depicts the 6.4 million shares of common stock issued and the average price received as a result of
our equity offering and the average issuance price of our stock out of treasury shares, under ResourcesDirect, our direct
stock purchase and dividend reinvestment plan; our Retirement Savings Plus Plan; our Long-Term Stock Incentive Plan;

our Long-Term Incentive Plan; and our Directors Plan.

Six Months Ended June 30,
In millions, except average issuance price 2003 2002
Equity offering 6.4 -
Issuance of treasury shares 0.6 0.6
Total common shares issued 7.0 0.6
Average issuance price of common shares $21.99 $19.50
Other Income
Our other income consists of the following:
Three Months Ended June 30, Six Months Ended June 30,
In millions 2003 2002 2003 2002
Equity in SouthStar’s (1) earnings $9.1 ($1.1D $23.5 $24.7
Equity in US Propane’s (2) earnings 0.5) (0.6) 0.9 0.1)
Allowance for funds used during construction 04 0.6 - 0.8 1.2
"\l other — net 0.7) (0.6) 0.8) (1.2)
.._Zotal other income $8.3 ($1.7) $24.4 $24.6

{1) SouthStar Energy Services, LLC
(2) US Propane, L.L.C.
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Recent Accounting Developments

A}Apml 2003, the FASB issued SFAS No. 149, “Amendment of Statement 133 on Derivative Instruments and Hedging
Activities” (SFAS 149). This statement amends and clarifies financial accounting and reporting for derivative instruments,
including certain derivative instruments embedded in other contracts (collectively referred to as derivatives) and for
hedging activities under SFAS 133. Our adoption of SFAS 149 had no impact on our condensed consolidated financial
statements.

In May 2003, the FASB issued SFAS No. 150, “Accounting for Certain Financial Instruments with Characteristics of both
Liabilities and Equity” (SFAS 150). This statement revises the accounting for certain financial instruments that, under
previous guidance, issuers could account for as equity in a “mezzanine” section of the balance sheet between debt and
equity. We adopted the provisions of SFAS 150 effective March 31, 2003, which required us to classify our Trust
Preferred Securities initially at fair value as long-term liabilities in our Condensed Consolidated Balance Sheet.

Financial Instruments, Derivatives and Hedging Activities

SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities” (SFAS 133) established accounting and
reporting standards requiring that every derivative financial instrument (including certain derivative instruments
embedded in other contracts) be recorded in the balance sheet as either an asset or 11ab111ty measured at its fair value.
However, if the derivative transaction qualifies for and is designated as a normal purchase and sale, it is exempted from
the fair value accounting requirements of SFAS 133 and is accounted for using traditional accrual accounting.

SFAS 133 requires that changes in the derivative's fair value be recognized currently in earnings unless specific hedge
accounting criteria are met. If the derivatives meet those criteria, SFAS 133 allows a derivative's gains and losses to offset
related results on the hedged item in the income statement in the case of a fair value hedge, or to record the gains and
Josses in other comprehensive income until maturity in the case of a cash flow hedge, and requires that a company
1ly designate a derivative as a hedge as well as document and assess the effectiveness of derivatives associated with
‘transactions that receive hedge accounting.

Interest Rate Swaps

In order to maintain a cost effective capital structure, it is our policy to borrow funds using a mix of fixed rate debt and
variable rate debt. We have entered into interest rate swap agreements through our wholly-owned subsidiary, AGL Capital
Corporation (AGL Capital), for the purpose of hedging the interest rate risk associated with our fixed and variable rate
debt obligations. As of June 30, 2003, a notional principal amount of $175.0 million of these agreements effectively
converts the interest expense associated with a portion of our Senior Notes and Trust Preferred Securities from fixed rates
to variable rates based on an interest rate equal to the London Interbank Offered Rate (LIBOR), plus a spread determined
at the swap date. As of June 30, 2003, our interest rate swaps are:

e  $100.0 million principal amount of our 7.125% Senior Notes due 2011, we pay floating interest each January 14
and July 14 at six-month LIBOR plus 3.4%. For the three and six months ended June 30, 2003, the effective
variable interest rate was 4.7%. These interest rate swaps expire January 14, 2011, unless terminated earlier.

¢ $75.0 million principal amount of our 8.0% Trust Preferred Securities due 2041, we pay floating interest rates
each February 15, May 15, August 15 and November 15 at three-month LIBOR plus 1.315%. The effective
interest rate for the three months ended June 30, 2003 was 2.6% and for the six months ended June 30, 2003 was
2.7%. These interest rate swaps expire May 15, 2041, unless terminated earlier.

These interest rate swaps have been designated as fair value hedges as defined by SFAS 133, which allows us to designate
derivatives that hedge a recognized asset’s or liability's exposure to changes in their fair value. We recognize the gain or
loss on fair value hedges in earnings in the period of change together with the offsetting loss or gain on the hedged item

fibutable to the risk being hedged. The effect of that accounting is to reflect in earnings only that portion of the hedge
usdt is not effective in achieving offsetting changes in fair value.
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Our interest rate swaps meet the conditions required to assume no ineffectiveness under SFAS 133, and therefore, we
have accounted for them using the "shortcut" method prescribed for fair value hedges by SFAS 133. Accordingly, we
~djust the carrying value of each interest rate swap to its fair value each quarter, with an offsetting and equal adjustment to
} carrying value of the debt securities whose fair value is being hedged. Consequently, our earnings are not affected
negatwely or posmvely with changes in fair value of the interest rate swaps each quarter. The aggregate fair value of these
interest rate swaps at June 30, 2003 was $9.0 million and at December 31, 2002 was $6.1 million.

Derivative Instruments

We are exposed to risks associated with changes in the market price of natural gas. Through Sequent Energy
Management, LP, (Sequent) we use derivative financial instruments to reduce our exposure to the risk of changes in the
prices of natural gas as discussed below. Additionally, SouthStar manages a portion of its commodity price risks through
hedging activities using derivative financial instruments and physical commodity contracts. The fair value of these
derivative financial instruments reflects the estimated amounts that we would receive or pay to terminate or close the
contracts at the reporting date, taking into account the current unrealized gains or losses on open contracts. We use
external market quotes and indices to value substantially all of the financial instruments we utilize.

Under our risk management policy, we attempt to mitigate substantially all of our commodity price risk associated with
Sequent’s storage gas portfolio to lock in the economic margin at the time we enter into gas purchase transactions for our
storage gas. We purchase gas for storage when the difference in the current market price we pay to buy gas plus the cost
to store the gas is less than the market price we could receive in the future, resulting in a positive net profit margin. We
use contracts to sell gas at that future price to substantially lock-in the profit margin we will ultimately realize when the
stored gas is actually sold. These contracts meet the definition of a derivative under SFAS 133. The purchase, storage and
sale of natural gas is accounted for differently than the derivatives we use to mitigate the commodity price risk associated
with our storage portfolio. The difference in accounting can result in volatility in our reported net income, even though the
economic margin is essentially unchanged from when the transactions were consummated. We do not currently use hedge
i,ajcfounting under SFAS 133 to account for this activity.

“(as that we purchase and inject into storage is accounted for at the lower of average cost or market as inventory in our
condensed consolidated balance sheet, and is no longer marked to market following our implementation of the accounting
guidance in EITF 02-03, which is discussed in greater detail later in this note. Under EITF 02-03 we would recognize a
loss in any period when the market price for gas is lower than our carrying amount for our purchased gas inventory. Costs
to store the gas are recognized in the period the costs are incurred. We recognize revenues and cost of gas sold in our
condensed statements of consolidated income in the period we sell gas and it is delivered out of the storage facility. The
derivatives we use to mitigate commodity price risk and to substantially lock in the margin upon sale of storage gas are
accounted for at fair value and marked to market each period, with changes in fair value recognized as gains or losses in
the period of change. This difference in accounting, the accrual basis for our storage gas inventory versus mark to market
accounting for the derivatives used to mitigate commodity price risk, can result in volatility in our reported net income.
Over time, gains or losses on the sale of storage gas inventory will be offset by losses or gains on the derivatives, resulting
in our realization of the economic profit margin we expected when we entered into the transactions. This accounting
difference causes Sequent’s earnings on its storage gas positions to be affected by natural gas price changes, even though
the economic profits remain essentially unchanged.

Commodity-related activities of our wholesale services segment, which includes Sequent, are monitored by our Risk
Management Committee, which 1s charged with the review and enforcement of our risk management policy. Our risk
management policy limits our risk management activities to hedging against price volatility to protect profit margins. Our
policy explicitly prohibits the use of speculative trading. We use the following derivative financial instruments and
physical transactions to manage such risks:

forward contracts;

futures contracts;

options contracts;

price and basis swaps; and

storage and transportation capacity transactions.

e o 0 o o
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Our risk management policy hmrts the use of these derivative financial instruments and physical transactlons to hedge
/&5}' those price risks associated with:

[ ]

pre-existing or anticipated physical natural gas sales;
pre-existing or anticipated physical natural gas purchases; and
system use and storage

During 2002, our wholesale services segment accounted for transactions in connection with energy marketing and risk
management activities under the fair value, or mark-to-market method of accounting, in accordance with SFAS 133 and
with Emerging Issues Task Force (EITF) Issue No. 98-10, “Accounting for Contracts Involved in Energy Trading and
Risk Management Activities” (EITF 98-10). Under these methods, we recorded energy commodity contracts, including
both physical transactions and financial instruments, at fair value, and reflected unrealized gains and/or losses in earnings
in the period of change.

Effective January 1, 2003, we adopted EITF Issue No. 02-03 “Accounting for Contracts Involved in Energy Trading and
Risk Management Activities” (EITF 02-03). EITF 02-03 rescinded the provisions of EITF 98-10 and reached two general
conclusions:

contracts that do not meet the definition of a derivative under SFAS 133 should not be marked to fair market
value; and

revenues should be shown in the income statement net of costs associated with trading activities, whether or not
the trades are physically settled

We recorded the following as a result of our adoption of EITF 02-03:

9)

adjusted the carrying value of our non-derivative trading instruments (principally storage capacity contracts) to
zero and now account for them using the accrual method of accounting;

adjusted the value of our natural gas inventories used in our wholesale services segment to the lower of average
cost or market, which were previously recorded at fair value. This resulted in a cumulative effect of a change in
accounting principle in our condensed consolidated income statement of $12.6 million ($7.8 million net of taxes),
that resulted in a decrease of $12.6 million to our energy marketing and risk management assets and a decrease to
accumulated deferred income taxes of $4.8 million in our condensed consolidated balance sheets, and

began reporting our trading activity on a net basis (revenues net of associated costs) effective July 1, 2002, and
applied guidance from EITF 02-03 to all prior periods resulting in costs totaling approximately $435 9 million for
the three months ended June 30, 2002 and $676.8 million for the six months ended June 30, 2002 being
reclassified as a component of our revenues. This reclassification had no impact on our previously reported net

1income or shareholders’ equity

14




Our derivative financial instruments have a weighted average maturity of one to three years, except for our interest rate
swaps discussed earlier. Our derivative financial instruments for the three months ended June 30, 2003 and six months
~ded June 30, 2003 represented purchases (long) of 179.8 billion cubic feet and 411.3 billion cubic feet and sales (short)

. _/200.5 billion cubic feet and 382.4 billion cubic feet.

We recorded unrealized losses of $3.6 million for the three months ended June 30, 2003 and unrealized gains of $1.1
million for the three months ended June 30, 2002 as a result of our energy marketing and risk management activities.
Excluding the cumulative effect of a change in accounting principle, our unrealized gains during the six months ended
June 30, 2003 were $6.0 million and we recorded unrealized losses of $1.0 million. for the six months ended June 30,
2002.

The following table includes the fair values and average values of Sequent's energy marketing and risk management assets
and liabilities at June 30, 2003. We based the average values on a monthly average for the three months ended and the six
months ended June 30, 2003.

Asset Liability

Average Values Value at June 30, | ‘Average Values Value at June 30,
In millions Three-Months Six-Months 2003 Three-Months Six-Months 2003
Natural gas contracts $16.5 $15.2 $11.6 $15.7 $17.8 $11.4

Concentration of Credit Risk

Concentration of credit risk occurs at AGLC, where costs for distribution operations are charged out and collected from
both Georgia Public Service Commission (GPSC) Certificated Marketers (Marketers) selling retail natural gas in Georgia
and poolers. For the six months ended June 30, 2003, the four largest Marketers based on customer count, one of which is
our partially owned affiliate, accounted for approximately 55.1% of the Company s and 61.5% of distribution operations'
,operatmg margin. :

" weveral factors are designed to mitigate our risks from the increased concentration of credit that has resulted from
deregulation. The provisions of AGLC's tariff allow AGLC to obtain credit support in an amount equal to 2 minimum of
two times a Marketer's highest month's estimated bill from AGLC. In addition, AGLC bills intrastate delivery service to
the Marketers in advance rather than in arrears. We accept credit support in the form of cash deposits, letters of
credit/surety bonds from acceptable issuers and corporate guarantees from investment grade entities. Our risk
management committee reviews the adequacy of credit support coverage, credit rating profiles of credit support providers
and payment status of each Marketer on a monthly basis. We believe that adequate policies and procedures have been put
in place to properly quantify, manage and report on AGLC's credit risk exposure to Marketers.

Sequent, which provides services to Marketers, utility and industrial customers, also has a concentration of credit risk
measured by 60-day receivable exposure. By this measure, Sequent’s top 20 counterparties represent approximately 76%
of our total exposure of $242 million. All of Sequent’s counterparties are assigned internal ratings determined from the
counterparty’s external ratings with Standard & Poor’s and Moody’s. The internal rating is multiplied by the
counterparty’s credit exposure with Sequent and divided by our total counterparty credit exposure. As of June 30, 2003,
Sequent’s counterparties or the counterparty’s guarantor have a weighted average Standard & Poor’s equivalent credit
rating of BBB.
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2. Regulatory Assets and Liabilities

=Ze have recorded regulatory assets and liabilities in our condensed consolidated balance sheets in accordance with SEAS

_J“Accounting for the Effects of Certain Types of Regulation,” excluding regulatory assets of approximately $1.0
million at Virginia Natural Gas (VNG), which are subject to reduction to the extent that VNG’s return on pro-forma
equity exceeds 10% as included in VNG’s weather normalization adjustment program order. These regulatory assets are
recoverable either through a rate rider or through base rates specifically authorized by a state commission. Our regulatory
assets and liabilities, and associated liabilities for our unrecovered pipeline replacement program costs and unrecovered
environmental response costs are summarized in the table below:

As of ,

In millions June 30, 2003 December 31,2002
Regulatory assets
Unrecovered pipeline replacement program costs $455.3 $514.3
Unrecovered environmental response costs , 179.1 195.1
Unrecovered postretirement benefit costs 10.8 10.9
Unrecovered seasonal rates - ' 93
Deferred purchased gas adjustment , 0.1 7.6
Other , ‘ 0.7 2.7

Total , $646.0 $739.9
Regulatory liabilities '
Unamortized investment tax credit $19.5 $20.2
Deferred purchased gas adjustment ; 155 18.0
Regulatory tax liability 13.1 13.5
Deferred seasonal rates 8.7 -
Other , 1.0 1.0

-~ Total regulatory liabilities 57.8 52.7

___hociated liabilities
Pipeline replacement program costs 431.6 494.0
Environmental response costs 85.9 105.0

Total associated liabilities : 517.5 599.0

Total regulatory and associated liabilities $575.3 $651.7

Pipeline Replacement

Atlanta Gas Light Company (AGLC) recorded a long-term liability of $364.5 million as of June 30, 2003 and $444.0
million as of December 31, 2002, which represent engineering estimates for remaining capital expenditure costs in the
pipeline replacement program. The pipeline replacement program represents an approved settlement between AGLC and
the GPSC that detailed a 10-year replacement of 2,300 miles of cast iron and bare steel pipe. AGLC recovers the costs
through a combination of a straight fixed variable rate design, which spreads AGLC’s delivery service revenue evenly
throughout the year, and a pipeline replacement revenue rider. As of June 30, 2003, AGLC had recorded a current liability
of $67.1 million representing expected pipeline replacement program expenditures for the next 12 months.
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Environmental Matters

ore natural gas was widely available in the Southeast AGLC or its predecessor companies manufactured gas from coal
ﬁother fuels. Those manufacturing facilities were known as manufactured gas plants (MGPs), which AGLC ceased '
operating in the 1950’s. AGLC identified 13 sites in Georgia and Florida where AGLC or its predecessors operated
MGPs. In connection with these operations, AGLC is aware of the presence of coal tar and certain other by-products of
the gas manufacturing process at or near some of these former sites. Based on investigations to date, AGLC believes that
some cleanup is likely at most of these sites. AGLC has active environmental remediation or monitoring programs in
effect at 11 sites in Georgia. There is no active remediation or monitoring program at two sites in Georgia.

As of June 30, 2003, our MGP remediation program was approximately 67% complete. Where the soil remediation is
required at our Georgia sites, the work is targeted to be complete by January 2005. Two of the three sites in Florida are
currently in the preliminary investigation or engineering design phase.

AGLC has historically reported estimates of future remediation costs for MGPs based on probabilistic models of potential
costs. As cleanup options and plans mature and cleanup contracts are entered into, AGLC is increasingly able to provide
conventional engineering estimates of the likely costs of many elements of its MGP program. These estimates contain
various engineering uncertainties, and AGLC continuously attempts to refine and update these engineering estimates. In
addition, AGLC continues to review technologies available for the cleanup of AGLC’s two largest sites, Savannah and
Augusta, which, if proven, could have the effect of reducing AGLC’s total future expenditures.

Our last engineering estimate was as of March 31, 2003. This estimate projected costs assocnated with AGLC’s
engineering estimates and in-place contracts to be $85.2 million. For those remaining elements of the MGP program
where AGLC is unable to perform engineering cost estimates at the current state of investigation, there remains
considerable variability in the estimates for future remediation costs. For these elements, the estimates for the remaining
cost of future actions at the MGP sites range from $7.5 million to $28.2 million. AGLC cannot estimate any single
number within this range as a better estimate of its likely future costs. As a result, AGLC accrued the lower end of the

\ }ge, or $7.5 million for these remaining elements in our environmental response costs. Finally, AGLC has estimates of

“Gértain other costs related to administering the MGP program. Through January 2005, AGLC estimates those costs to be
$2.6 million; at this time AGLC generally cannot estimate expenses beyond this period.

As of June 30, 2003 and December 31, 2002, AGLC’s environmental response cost liability is comprised of:

As of:
June 30,2003 December 31, 2002 Change
Projected engineering estimates and in-place contracts $85.2 $109.2 ($24.0)
Estimated future remediation costs : 7.5 9.3 (1.8)
Other expenses 2.6 13 1.3
Cash payments for clean-up expenditures 9.4) (14.8) 5.4
Accrued environmental response costs $85.9 $105.0 ($19.1)

The environmental response cost liability is included in a corresponding regulatory asset. As of June 30, 2003, the

regulatory asset was $179.1 million, which is a combination of the accrued environmental response costs and unrecovered

cash expenditures. The liability does not include other potential expenses, such as unasserted property damage claims,

personal injury or natural resource damage claims, unbudgeted legal expenses, or other costs for which AGLC may be

held liable but with respect to which we cannot reasonably estimate the amount. The liability also does not include certain
- potential cost savings as described above. ‘

N
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AGLC has two ways of recovering investigation and cleanup costs. First, the GPSC has approved an environmental
response cost recovery rider. It allows the recovery of costs of investigation, testing, cleanup and litigation. Because of

!A&%f“ﬁder, these actual and projected future costs related to investigation and cleanup to be recovered from customers in

. ure years are included in our regulatory asset. During the three and six months ended June 30, 2003, AGLC recovered
$5.5 million and $11.1 million through its environmental response cost recovery rider. The second way AGLC can
recover costs is by exercising the legal rights AGLC believes it has to recover a share of its costs from other potentially
responsible parties, typically former owners or operators of the MGP sites. There were no material recoveries from
potentially responsible parties during the six months ended June 30,:2003.

The significant years for spending for this program are 2003 and 2004. The environmental response cost recovery
mechanism allows for recovery of expenditures over a five-year period subsequent to the period in which the expenditures
were incurred. As of June 30, 2003, the MGP expenditures expected to be incurred over the next twelve months are
reflected as a current liability of $48.4 million. In addition, AGLC expects to collect $23.8 million in revenues over the
next twelve months under the environmental response cost recovery rider, which is reflected as a current asset. ‘
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3. Financing

/f“s} As of
. June 30, 2003 December 31, 2002
Dollars in millions Year(s) Due  Interestrate  Outstanding Interest rate Outstanding
Short-term debt:
Commercial paper (1) 2) 2003 $140.0 1.8% $388.6
Current portion of long-term debt (2) 2003 5.9-825 953 5.9 30.0
Sequent line of credit (3) 2004 2.0 7.5 - -
. Total short-term debt $242.8 $418.6
Long-term debt - net of current
portion:
Medium-Term debt:
Series A 2021 9.10 $30.0 9.10 $30.0
Series B 2004-2023 7.6 8.7 , 94.5 7.35-8.7 167.0
Series C 2005-2027 6.0-73 270.0 59-73 270.0
Senior Notes (2) 2011 7.125 300.0 7.125 300.0
AGL Capital Interest Rate Swaps (2) 2011 4.7 2.3 - -
Total Medium-Term and Senior '
Notes $696.8 $767.0
Trust Preferred Securities:
AGL Capital Trust I 2037 8.17 $74.3 8.17 $743
AGL Capital Trust II 2041 8.0 147.3 8.0 146.8
AGL Capital Interest Rate Swaps 2041 2.6% 6.7 2.7% 6.1
Total Trust Preferred Securities $228.3 $227.2
........ Total long-term debt $925.1 $994.2
-w««}otal short-term and long-term debt $1,167.9 $1.412.8

(1) The daily weighted average rate was 1.5% for the six months ended June 30, 2003 and 2.2% for the twelve months ended December 31, 2002.

(2) OnJuly 2, 2003, we issued $225.0 million in Senior Notes. The proceeds were used to repay approximately $110.0 million of commercial paper
and $65.3 million of long-term debt. Additionally, we entered into interest rate swaps of $100.0.million to effectively convert a portion of the
fixed rate obligation on the $225.0 million Senior Notes to variable rate obligations. For more information see Note 8, “Subsequent Events.”

(3) The daily weighted average rate was 1.8% for the six months ended June 30, 2003 and 2.3% for the twelve months ended December 31, 2002.

»\‘1‘;‘-«/ 7
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4. Commitments and Contingencies

;&x)? following table illustrates our expected future contractual cash obligations as of June 30, 2003.

Payments Due before December 31,

2004 2006 2008

& & &

In millions ' ' , Total 2003 . 2005 2007  Thereafter
Long-term debt (1) ' $1,014.8 $95.3 $75.5 $10.0 $834.0
Pipeline charges, storage capacity and gas supply (2) 3) 813.8 115.8 380.8 120.6 196.6
Pipeline replacement program costs (2) 431.7 26.7 162.0 162.0 81.0
Short-term debt 147.5 147.5 - - -
Operating leases 118.2 9.9 38.5 25.0 448
Environmental response costs (2) 85.4 23.7 47.8 1.4 12.5
Total : $2,611.4 $4189  $704.6 $319.0 $1,168.9

(1) Includes $228.3 million of Trust Preferred Securities which are callable in 2006 and 2007.
(2) Distribution operations expenditures recoverable through rate rider mechanismis.

(3) Our total future contractual cash obligations were previously disclosed as $279.5 million, as of March 31, 2003, not including $399.3
million for pipeline charges and $184.9 million for future contractual cash obligations for the period of 2008 through 2019. Our total
future contractual cash obligations were previously disclosed as $299.2 million, as of December 31, 2002, not including $441.9 million
for pipeline charges and $184.9 million for future cash obligations for the period of 2008 through 2019

In January 2003, the FASB released FASB Interpretation No. 45, “Guarantors Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others” (FIN 45). For many of the guarantees or
indemnification agreements we issue, FIN 45 requires disclosure of the nature of the guarantee and the maximum potential
amount of future payments that could be required of us as the guarantor. The table below illustrates our other expected
}nmermal commitments that are outstanding as of June 30, 2003 and meet the disclosure criteria required by FIN 45.

Amounts of Commitment Expiration per Period

Total Amounts
In millions Committed Lessthan 1 year 2-3 years 4-5 years After 5 years
Lines of credit (1) $515.0 $215.0 $300.0 $- $-
Guarantees (2) (3) 321.8 321.8 - - -
Standby letters of credit, performance/
surety bonds 2.5 2.5 - - -
Total other commercial commitments $839.3 $539.3 $300.0 $- %

(1) $500.0 million of these lines of credit represent our Credit Facility. $15.0 million of these lines of credit represent Sequent’s
unsecured line of credit.

(2) $314.8 million of these guarantees support credit exposures in Sequent’s energy marketing and risk management business, and relate
to amounts included in the energy marketing trade payable and the energy marketing and risk management liability included in the
condensed consolidated balance sheets. In the event that Sequent defaults on any commitments under these guarantees, these
amounts would become payable by us as parent.

(3) We provide guarantees on behalf of our affiliate, SouthStar Energy Services, LLC (SouthStar). We guarantee 70% of SouthStar’s

" obligations to Southern Natural Gas Company and its affiliate South Georgia Natural Gas Company (together referred to as
SONAT), under certain agreements between the parties up to a maximum of $7.0 million if SouthStar fails to make payment to
SONAT. Under a second such guarantee we guarantee 70% of SouthStar’s obligations to AGLC under certain agreements between
the parties up to a maximum of $35 million which represents SouthStar’s maximum obligation to AGLC under its tariff.

Caroline Street Campus

We have entered into an agreement to sell our 34-acre Caroline Street campus, where the majority of our Atlanta-based
”ﬂ%ployees were located prior to our move to Ten Peachtree Place, our new corporate headquarters. This transaction,
_sviously expected to close no later than December 31, 2003 is now expected to close before September 30, 2003. We

anticipate that, upon closing, the estimated net gain will be approximately $10.0 million.
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Litigdtion

} are involved in litigation arising in the normal course of business. We believe the ultimate resolution of such litigation
wﬂl not have a material adverse effect on our consolidated financial position, results of operations and cash flows.

On July 1, 2003, the city of Augusta, Georgia served AGLC with a complaint that was filed in the Superior Court of
Richmond County, Georgia against AGLC. Augusta’s allegations include fraud and deceit and damages to realty. The
allegations arise from negotiations between the city and AGLC regarding our environmental cleanup obligations
connected with AGLC’s former manufactured gas plant operations in Augusta. The city of Augusta seeks relief in the
form of damages including an amount to be determined by a jury for the alleged fraud and deceit, together with attorney
fees and punitive damages. We believe the claims asserted in this complaint are without merit, and we have remained in
active settlement negotiations with the City. For more information about the manufactured gas plants and our »
environmental cleanup obhga‘uons please see Item 1, Financial Statements, Note 2 “Regulatory Assets and Liabilities —
Enwmnmental Matters.”

5. Related Party Transactions

We recognized revenue and had accounts receivable from SouthStar of the following:

Three Months Ended June 30, Six Months Ended June 30,
In millions. 2003 2002 2003 2002
Revenue $41.1 $42.4 $89.7 $106.5

Accounts receivable - - - -
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6. Investments in Equity Interests

A yse the equity method to account for our equity interests where we hold a 20% to 50% voting interest, unless control

fi} be exercised over the entity. Under the equity method, our ownership interest in the entity is reported as an investment
within our condensed consolidated balance sheets. Additionally, our percentage ownership in our equity-interest’s
earnings or losses is reported in our condensed statements of consolidated income under other income.

In January 2003, the FASB released FASB Interpretation No. 46, “Consolidation of Variable Interest Entities” (FIN 46).
Companies with unconsolidated entities subject to FIN 46, or referred to as variable interest entities and issuing financial
statements on or after January 31, 2003 are required to disclose the nature, purpose, size and activities of the variable
interest entity as well as the company’s maximum exposure to a loss as a result of its involvement with the variable
interest entity. FIN 46 separates unconsolidated entities, including special purpose entities and investments in equity
interests and partnerships, into two categories:

e entities for which the consolidation decision should be based on voting interests; and

e entities for which the consolidation decision should be based on variable interests and therefore are subject to FIN
46.

We have determined that our consolidation decision should be based on voting interests in reporting our investments in
equity interests in SouthStar and US Propane, L.L.C. (US Propane).

Our investment in US Propane did not have a material effect on our financial position, results of operations and cash flows

for the three and six months ended June 30, 2003 and 2002. Our investment in SouthStar, in which we currently hold a

non-controlling 70% financial interest, had a material effect on our financial position and results of operations for the

three and six months ended June 30, of 2003 and 2002. The unaudited amounts below represent 100% of the results of

SouthStar. The results are not comparable with SouthStar’s earnings or losses reported as other income in our condensed
_eansolidated statements of income, since those amounts are reported based on our percentage ownership. SouthStar’s net
me from continuing operations and net income is equal as they do not incur income tax expenses.

SouthStar Energy Services, LLC
Summary Financials (at 100%)

(Unaudited)
As of:
June 30, December 31,
In millions 2003 2002
Balance Sheet: \
Current assets $170.3 $169.0
Noncurrent assets 0.6 0.9
Current liabilities ' 55.7 83.6
Noncurrent liabilities - -
Three Months Ended June 30,  Six Months Ended June 30,
N : 2003 2002 2003 2002
Income Statement: ; ‘
Revenues $131.3 $106.3 $416.6 $336.6
Gross margin 27.3 . 15.8 72.8 75.6
Operating income 9.8 0.1 39.6 375
Net income from continuing operations 12.9 0.5 39.8 37.9
J
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7. Segment Information

A2r business is organized into three operating segments:
(. Distribution operations consists of AGLC, VNG and Chattanooga Gas Company (CGC).
¢ Wholesale services consists primarily of Sequent.
e  Energy investments consists of SouthStar, AGL Networks, LLC (AGL Networks), US Propane and several other
nonregulated, energy-related subsidiaries.

We treat our corporate segment as a nonoperating business segment, which includes AGL Resources Inc., AGL Services
Company, nonregulated financing and captive insurance subsidiaries, and the effect of intercompany eliminations. We
eliminated intersegment sales for the three and six months ended June 30, 2003 and 2002 from our condensed
consolidated statements of income.

Management evaluates segment performance based on a non-GAAP measure of earnings before interest and taxes (EBIT),
which includes the effects of corporate expense allocations. Items that we do not include in EBIT are financing costs,
including interest and debt expense, income taxes and the cumulative effect of change in accounting principle, each of
which we evaluate on a consolidated level. We believe EBIT is a useful measurement of our performance for you because
it provides information that can be used to evaluate the effectiveness of our businesses from an operational perspective,
exclusive of the costs to finance those activities and exclusive of income taxes, neither of which are directly relevant to
the efficiency of those operations.

EBIT should not be considered an alternative to, or more meaningful an indicator of our operating performance than
operating income or net income as determined in accordance with GAAP. In addition, our EBIT may not be comparable
to a similarly titled measure of another company.

The reconciliations of our EBIT to operating income and net income are presented below for the three and six months
ended June 30, 2003 and 2002:

o)

Three Months Ended June 30, Six Months Ended June 30,

In millions 2003 2002 2003 2002
Operating income $40.9 $41.9 $1424 $1159
Other income 8.3 (1.7) 24 .4 24.6
EBIT 492 40.2 166.8 140.5
Interest expense and preferred stock :

dividends 18.2 21.2 38.1 439
Earnings before income taxes 31.0 19.0 128.7 96.6
Income taxes 12.1 6.7 50.2 34.2
Income before cumulative effect of change‘ in

accounting principle 18.9 123 78.5 62.4
Cumulative effect of change in accountmg .

principle - - (7.8) -
Net income $18.9 $12.3 $70.7 $62.4

Distribution Wholesale Consolidated AGL
In millions Operations Services Energy Investments Corporate (2) Resources
As of: June 30, Dec. 31, June 30, Dec. 31, June 30, Dec. 31, June 30, Dec. 31, June 30, Dec. 31,
2003 2002 2003 2002 2003 2002 2003 2002 2003 2002

Identifiable assets (1) $3,124.7  $3,149.8 | $4433 $364.3 $87.9 $107.2 | ($1103) $45.9 $3,545.6 $3,667.2
Investments in equity
__interests - - - - 1123 74.8 - - 1123 74.8
Total assets $3,124.7  $3,149.8 | $443.3  $364.3 $200.2 $182.0 | (81103) $459 $3,657.9  $3.742.0

} Identifiable assets are those assets used in each segment’s operations. Our corporate segment’s assets consist primarily of intercompany eliminations,

"h and cash equivalents and property, plant and equipment.
(2) Includes intercompany eliminatiohs.
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Three months eﬁded June 30,

; Distribution ‘Wholesale , Consolidated AGL
f/@)imons Operations Setvices Energy Investments Corporate (2) Resources
2003 2002 2003 2002 2003 2002 2003 2002 2003 2002
Operating revenues (1) $181.7  $160.0 $4.1 $0.9 $0.7 $0.3 0.1 $- $186.6  $161.2
Depreciation and amortization 20.2 20.6 - - 0.1 - 24 19 227 225
Operating income 43.8 47.4 0.3 2.4) 2.0) 1.7) 12 a4 40.9 419
Interest income - 0.1 - - - - - = - 0.1
Earnings in equity interests - - - - 8.6 1.7 - - 8.6 (1.7)
Other income (loss) 0.2 0.1 - - - 0.1 (0.5) (0.3) (0.3) (0.1)
Total other income (loss). 0.2 0.2 - - 8.6 (1.6) 0.5)  (0.3) 8.3 1.7
EBIT 44.0. 47.6 0.3 2.4) 6.6 (3.3) 1.7 1D 49.2 40.2
Capital expenditures 30.6 30.2 1.2 0.2 1.9 34 7.2 6.5 40.9 40.3
Six months ended June 30,
Distribution ‘Wholesale | Consolidated AGL
In millions Operations Services Energy Investments Corporate (2). Resources
2003 2002 2003 2002 2003 2002 2003 2002 2003 2002
Operating revenues (1) $502.3.  $423.1 $32.6 $9.5 $4.1 $0.5 $0.1 $- $539.1  $433.1
Depreciation and amortization 40.3 42.0 - - 02 - 4.5 3.6 45.0 45.6
Operating income 1244 118.6 21.0 35 2.n (34 09 (2.8) | 1424 115.9
Interest income 0.1 0.2 - - 0.1 - - - 0.2 0.2
.Earnings in equity. interests - - - - 24.4 24.6 - - 244 24.6
.Other income (loss) 0.4 0.2 - - 0.2 0.1 (0.8) (0.5) 0.2) (0.2)
_Total other income (loss) 0.5 0.4 - - 24.7 24.7 0.8) (0.5) | 244 24.6
EBIT 124.9 119.0 21.0 3.5 22.6 21.3 (1.7) (3.3) | 166.8 140.5
" pital expenditures 56.2 63.7 14 15 5.7 12.6 13.9 9.6 77.2 87.4

(1) Intersegment revenues — We record our wholesale services segment’s energy marketing and risk management revenues on a net basis. The
following table provides detail of our wholesale services segments’ total gross revenues and gross sales to our distribution operations

segment:
In millions Three months ended June 30, Six Months Ended June 30,
v 2003 2002 2003 2002
Third-party gross revenues $808.5 $411.9 $1,874.7 $636.6
Intersegment revenues 93.7 24.9 207.1 49.8
Total gross revenues $902.2 $436.8 $2,081.8 $686.4

(2) Includes intercompany eliminations.

8. Subsequent Events

On July 2, 2003, AGL Capital issued $225.0 million in Senior Notes with a maturity date of April 15, 2013. The Senior
Notes have an interest rate of 4.45% payable on April 15 and October 15 of each year, beginning October 15, 2003.
Interest will accrue from July 2, 2003. On July 10, 2003, we exercised our option to redeem $65.3 million of Medium-
Term notes at a call premium. These notes were scheduled to mature in 2013 and 2023 bearing various interest rates
ranging from 7.5% to 8.25%. We used the net proceeds from the Senior Notes to repay these Medium-Term notes and
approximately $110.0 million of short-term debt and for general corporate purposes.

Additionally, we entered into interest rate swaps of $100.0 million to effectively convert a portion of the fixed rate interest
obligation on the $225.0 million in Senior Notes due 2013 to a variable rate obligation. We pay floating interest on the
interest rate swaps on April 15 and October 15 at six month LIBOR plus 0.615%. These interest rate swaps expire April

15,\ 2013, unless terminated earlier, and have been designated as fair value hedges under SFAS 133.

;
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Ttem 2. Management's Discussion and Analysis of Financial Condition and Results of Operations

/f‘%} CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING STATEMENTS
Our reports, filings and other public announcements often include statements reflecting assumptions, expectations,
projections, intentions or beliefs about future events. These statements, which may relate to such matters as future
earnings, growth, supply and demand, costs, subsidiary performance, new technologies and strategic initiatives, are
"forward-looking statements" within the meaning of the federal securities laws. These statements do not relate strictly to
historical or current facts, and you can identify certain of these statements, but not necessarily all, by the use of the words
“anticipate,” “assume,” “indicate,” “‘estimate,” “believe,” “predict,” “forecast,” “rely,” “expect,” “continue,” “grow” and
other words of similar meaning. Although we believe that the expectations and assumptions reflected in these statements
are reasonable in view of the information currently available, we cannot assure you that these expectations will prove to
be correct. These forward-looking statements involve a number of risks and uncertainties. Actual results may differ
materially from the results discussed in the forward-looking statements. Please reference our website at aglresources.com
for current information. Our electronic filings with the Securities and Exchange Commission (SEC) are available atno
cost on our website. In addition to the risks set forth in the prospectus supplement filed with the SEC on February 12,
2003 and incorporated herein by reference, the following are among the important factors that could cause actual results to
differ materially from the forward-looking statements:

J changes in industrial, commercial and residential growth in our service tetritories
changes in price, supply and demand for natural gas and related products
. impact of changes in state and federal legislation and regulation, including orders of various state public service

commissions and of the Federal Energy Regulatory Commission (FERC) on the gas and electric industries and on

us, including AGLC’s performance-based rate plan (PBR)
. the ultimate impact of the Sarbanes-Oxley Act of 2002 and any future changes in accounting regulations or

practices in general with respect to public companies, the energy industry or our operations specifically
P the enactment of new accounting standards by the Financial Accounting Standards Board (FASB) or the SEC that
v /} could impact the way we record revenues, assets and liabilities, which could lead to impacts on reported earnings
or increases in labilities, which in turn could affect our reported results of operations

. market changes due to Georgia’s Natural Gas Consumers’ Relief Act of 2002
. effects and uncertainties of deregulation and competition, particularly in markets where prices and providers
historically have been regulated, unknown issues following deregulation such as the stability.of Georgia Public
Service Commission (GPSC) Certificated Marketers (Marketers) selling natural gas in Georgia and unknown risks
related to nonregulated businesses, including risks related to energy marketing and risk management
concentration of credit risk in Marketers and our wholesale services segment’s counterparties
excess high-speed network capacity, and demand for dark fiber in metro network areas
market acceptance of new technologies and products, as well as the adoption of new networking standards
our ability to negotiate new fiber optic contracts with telecommunications providers for the provision of AGL
Networks' dark fiber services
utility and energy industry consolidation
performance of equity and bond markets and the impact on pension and post-retirement funding costs
impact of acquisitions and divestitures
direct or indirect effects on our business, financial condition or liquidity resulting from a change in our credit
rating or the credit rating of our counterparties or competitors
interest rate fluctuations, financial market conditions and general economic conditions
uncertainties about environmental issues and the related impact of such issues
impact of changes in weather upon the temperature-sensitive portions of our business
impact of litigation
impact of changes in prices on the margins achievable in the unregulated retail gas marketing business

N
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Overview

# % are an energy services holding company, headquartered in Atlanta, Georgia, whose principal business is the

“..Jiribution of natural gas in Georgia, Virginia and Tennessee. We operate three utilities, which combined, serve
approximately 1.8 million end-users, making us the largest gas utility in the southeastern United States, and the second-
largest pure gas distribution utility in the United States. We are also involved in various non-utility businesses, including
natural gas asset management and producer services; last-mile telecommunications infrastructure; retail gas marketing;
and propane services. We manage our business in three operating segments: distribution operations, wholesale services
and energy investments and one nonoperating segment: corporate.

We are focused on a business strategy centered around effective management of our gas distribution operations,
optimization of returns on our assets, and selective growth of our portfolio of closely related, unregulated businesses with
an emphasis on risk management and earnings visibility.

Highlights

For the three months ended June 30, 2003, our net income was $18.9 million or $0.29 per diluted common share,
an increase of $6.6 million or $0.07 per diluted common share for the same period last year.

For the six months ended June 30, 2003, our net income was $70.7 million or $1.13 per diluted common share, an
increase of $8.3 million or $0.02 per diluted common share for the same period last year. Our income before
cumulative effect of change in accounting principle increased $16.1 million or $0.15 per diluted common share.
On April 16, 2003, we increased our dividends from $0.27 to $0.28 per common share, or an indicated annual rate
of $1.12 per common share. The new quarterly dividend was paid June 1, 2003, to our shareholders of record as
of the close of business May 16, 2003.

On June 5, 2003, our market price per share reached an all-time high of $26.98 per share an 11.0% increase from
our year-end closing price.

On June 16, 2003, we renewed until June 16, 2004 our $200.0 million 364-Day Credit Facility with a one year
term-out option that was scheduled to expire on August 7, 2003.

On July 2, 2003, AGL Capital Corporation issued $225 million in Senior Notes at an interest rate of 4.45%. We
used the net proceeds to repay approximately $110.0 million of short-term debt and $65.3 million of long-term
debt, as well as for general corporate purposes. Additionally we entered into interest rate swaps of $100.0 million
to effectively convert a portion of the fixed-rate obligation on these Senior Notes to variable rate obligation at an
effective interest rate at six month LIBOR plus 0.615%. ~
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Results of Operations

A= management evaluates segment performance based on Earnings Before Interest and Taxes (EBIT), which includes the

: Ects of corporate expense allocations. Items that are not included in EBIT are financing costs, including interest and
debt expense, income taxes and the cumulative effect of changes in accounting principle. We evaluate each of these items
on a consolidated level. We believe EBIT is a useful measurement of our performance for you because it provides
information that can be used to evaluate the effectiveness of our businesses from an operational perspective, exclusive of
the costs to finance those activities and exclusive of income taxes, neither of which are directly relevant to the efficiency
of those operations.

You should not consider EBIT an alternative to, or a more meaningful indicator of our operating performance than
operating income or net income as determined in accordance with accounting principles generally accepted in the United
States of America (GAAP). In addition, our EBIT may not be comparable to a similarly titled measure of another
company. The following is a reconciliation of our operating results to EBIT for the three and six months ended June 30,
2003 and 2002:

Three Months Ended | Six Months Ended
June 30, , June 30,
In millions 2003 2002 Change | 2003 2002  Change
Operating income ,$40.9 $41.9 ($1.0) | $1424  $1159 $26.5
Other income 8.3 (1.7) 10.0 24.4 24.6 0.2)
EBIT 49.2 40.2 9.0 166.8 140.5 26.3
Interest expense and d1v1dends on preferred :
securities 18.2 21.2 3.0 38.1 43.9 5.8
Earnings before income taxes 31.0 19.0 12.0 128.7 96.6 32.1
Income taxes 12.1 6.7 (5.4) 50.2 342 (16.0)
~Tqcome before cumulative effect of change
}n accounting principle 18.9 12.3 6.6 78.5 62.4 16.1
Cumulative effect of change in accounting
.~ principle - - - (7.8) - (7.8)
Net income ' $18.9 $12.3 $6.6 $70.7 $62.4 $8.3
Basic earnings per common share
Income before cumulative effect of
change in accounting principle $0.30 $0.22 0.08 $1.27 $1.12 0.15
Cumulative effect of change in
accounting pnnc1ple - - - (0.13) - (0.13)
Basic $0.30 $0.22 0.08 $1.14 $1.12 0.02
Diluted earnings per common share ‘
Income before cumulative effect of
change in accounting principle $0.29 $0.22 0.07 $1.26 $1.11 0.15
Cumulative effect of change in .
accounting principle - - - (0.13) - (0.13)
Diluted $0.29 $0.22 0.07 $1.13 $1.11 0.02
Weighted-average number of common
shares outstanding ,
Basic 63.5 56.0 7.5 61.9 55.9 6.0
Diluted ~ 64.2 56.5 7.7 62.4 56.2 6.2

As a result of our equity issuance on February 14, 2003, we experienced a dilution of our basic and diluted earnings per
share of approximately $0.03 for the three months ended June 30, 2003 and $0.09 per share for the six months ended June

12003. This was primarily due to our issuance of an additional 6.4 million shares partially offset by a decrease of $0.3
wdlion in interest expense, net of income taxes, for the three months ended June 30, 2003 and $0.4 million, net of income
taxes, for the six months ended June 30, 2003.
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Results of Operations

ﬁ'“jow are the results of our segments operations as measured by EBIT for the three and six months ended June 30, 2003
.42002:

Three Months Ended Six Months Ended

_ June 30, June 30,

In millions 2003 2002 Change 2003 2002 Change
Distribution operations - $44.0 $47.6 ($3.6) | $124.9 $119.0 $5.9
Wholesale services 03 2.4) 2.7 21.0 35 17.5
Energy investments 6.6 3.3) 9.9 226 213 1.3
Corporate (1.7) (1.7) - (1.7) (3.3) 1.6

AGL Resources’ consolidated EBIT $49.2 $40.2 $9.0 $166.8 $140.5 $26.3

Income Taxes
Three Months Ended Six Months Ended
; June 30, June 30,

Dollars in millions 2003 2002 Change 2003 2002 ChangL :

Earnings before income taxes $31.0 $19.0 $12.0 | $128.7 $96.6 $32.1

Income tax expense 12.1 6.7 (5.4) 50.2 34.2 (16.0)

Effective tax rate ‘ 39.0% 35.3% (3.7%) 39.0% 35.4% (3.6%)

The increase in our income tax expense of $5.4 million for the three months ended June 30, 2003 as compared to the three
months ended June 30, 2002 was due primarily to the increase in earnings before income taxes of $12.0 million and the
increase in our effective tax rate from 35.3% in 2002 to 39.0% in 2003. The increase in the effective tax rate was
- \}'narily due to higher projected state income taxes.
I
The increase in income tax expense of $16.0 million for the six months ended June 30, 2003 as compared to the six
months ended June 30, 2002 was due primarily to the increase in earnings before income taxes of $32.1 million and an
increase in our effective tax rate from 35.4% in 2002 to 39.0% in 2003. The increase in the effective tax rate was
primarily due to higher projected state income taxes.

Interest Expense and Preferred Securities Dividends

Three Months Ended Six Months Ended
. June 30, June 30,
Dollars in millions 2003 2002 Change 2003 2002 Change
Interest expense and dividends on preferred
securities $18.2 $21.2 $3.0 $38.1 $43.9 $5.8
Average debt outstanding (1) $1,113.8  $1,373.5 $259.7 $1,204.6 $1.412.1  $207.5

Average rate 6.5% 6.2% (0.3%) 6.3% 6.2% (0.1%)

(1), Includes Trust Preferred Securities

The decrease in our interest expense of $3.0 million and $5.8 million for the three and six months ended June 30, 2003 as
compared to the same periods last year was a result of lower average debt balances due to the proceeds generated from the
equity offering and lower working capital needs partially offset by higher average rates.

N
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Distribution Operations

distribution operations segment includes the results of operations and financial condition of our three natural gas local
ibution companies: Atlanta Gas Light Company (AGLC), Virginia Natural Gas (VNG) and Chattanooga Gas
Company (CGO).

e AGLC is a natural gas local distribution utility with distribution systems and related facilities serving 237 cities
throughout Georgia, including Atlanta, Athens, Augusta, Brunswick, Macon, Rome, Savannah and Valdosta.
AGLC has approximately 6.0 billion cubic feet or Bef, of liquefied natural gas (LNG) storage capacity in three
LNG plants to supplement the supply of natural gas during peak usage periods.

* VNG is a natural gas local distribution utility with distribution systems and related facilities serving 8 cities in the
Hampton Roads region of southeastern Virginia. VNG owns and operates approximately 155 miles of a separate
high-pressure pipeline that provides delivery of gas to customers under firm transportation agreements within the
state of Virginia. VNG also has approximately 5.0 million gallons of propane storage capacity in its two propane
facilities to supplement the supply of natural gas during peak usage perlods

e CGC is a natural gas local distribution u‘uhty with distribution systems and related facilities serving 12 cities and
surrounding areas, including the Chattanooga and Cleveland areas of Tennessee. CGC also has approximately 1.2
Bef of LNG storage capacity in its LNG plant.

The Georgia Public Service Commission (GPSC) regulates AGLC; the Virginia State Corporation Commission (VSCC)
regulates VNG; and the Tennessee Regulatory Authority (TRA) regulates CGC, with respect to rates, maintenance of
accounting records and various other service and safety matters.

The results of operations of our distribution operations segment are as follows:

. Three Months Ended Six Months Ended
June 30, June 30,

In millions ; 2003 2002 Change 2003 2002 Change
Operating revenues $181.7 $160.0 $21.7 $502.3  $423.1 $79.2
Cost of sales 454 24.2 (21.2) 193.5 121.2 (72.3)

Operating margin 136.3 135.8 0.5 308.8 301.9 6.9
Operation and maintenance expenses 65.8 61.6 4.2) 131.0 128.8 2.2)
Depreciation and amortization 20.2 20.6 04 40.3 42.0 1.7
Taxes other than income 6.5 62 (0.3) 13.1 12.5 (0.6)

Total operating expenses 92.5 88.4 4.1) 184.4 183.3 (L.1)
Operating income 43.8 474 (3.6) 124.4 118.6 5.8
Other income 0.2 0.2 - 0.5 04 0.1

EBIT $44.0 $47.6 ($3.6) | $1249  $119.0 $5.9

Metrics % Change % Change
Average end-use Customers (in thousands) 1,852 1,840 0.7% 1,857 1,841 0.9%
Throughput (miltions of dekatherms) 50 52 (3.8%) 176 163 8.0%
Heating degree days: ’ .

Georgia 132 136 (2.9%) 1,685 1,589 6.0%

Virginia 307 234 31.2% 2,269 1,802 25.9%

Tennessee 117 160  (26.9%) 1,942 1,720 12.9%
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The decrease in EBIT of $3.6 million for the three months ended June 30, 2003 as compared to the three months ended
June 30, 2002 was due to:
== e anincrease in operating margin of $0.5 million primarily as a result of :
e a$1.5 million increase in VNG’s margin caused by higher usage per degree day and increased customer
growth. ‘
e 2 $0.4 million decrease in AGLC’s margin primarily due to:

a $1.8 million increase in pipeline replacement program rider revenue

a $0.8 million decrease from the performance based rate settlement with the GPSC that was effective
beginning May 1, 2002 ,

a $0.8 million decrease due to lower carrying charges on natural gas stored underground on behalf of
AGLC’s Marketers, and

$0.6 million decrease in other service revenues.

e 2 $0.5 million decrease in CGC’s margin due primarily to a decrease in industrial volumes, and
e anincrease in operation and maintenance expenses of $4.1 million due to higher service company overhead and
increased bad debt expenses resulting from higher revenue.
The increase in EBIT of $5.9 million for six months ended June 30, 2003 as compared to the six months ended June 30,
2002 was due to:
e anincrease in operating margin of $7.0 million which was primarily a result of:
e 2 $10.4 million increase in VNG’s operating margin caused primarily by the effects of WNA and warmer than
normal weather in 2002, higher usage per degree day and an increase in customer growth.
e a$2.9 million decrease in AGLC’s operating margin caused primarily by:

[ ]

S

a $3.3 million decrease from the performance based rate settlement with the GPSC

a $2.2 million decrease due to lower carrying charges on natural gas stored underground on behalf of
Marketers.

a $1.6 million decrease in services fees and other revenues; these decreases were offset by

a $3.2 million increase in pipeline replacement program rider revenue and

a $1.0 million increase resulting from customer growth.

e 2 $0.5 million decrease in CGC operating margin caused primarily by a decrease in industrial volumes.

e higher operation and maintenance expenses of $2.2 million due to higher service company overhead and
increased bad debt expenses, and

e adecrease in depreciation expense of $1.6 million due to a change in AGLC’s depreciation rates resulting from
the performance based rate settlement with the GPSC.
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Wholesale Services

’ f\}' wholesale services segment includes the results of operations and financial condition of Sequent Energy
...4nagement, LP (Sequent), our asset optimization, gas supply services, and wholesale marketing and risk management
subsidiary. Our asset optimization activities focus on capturing the value from idle or underutilized natural gas assets,
typically by participating in transactions that balance the needs of varying markets and time horizons. These assets include
rights to pipeline capacity, underground storage, and natural gas peaking services and facilities. Sequent also aggregates
gas from other marketers and producers and sells it to third parties. In addition, Sequent bundles this commodity with
transportation and storage service and redelivers short-term and long-term transported commodity.

Although Sequent is a nonregulated business, under varying agreements, Sequent acts as asset manager for our regulated
utilities. In its capacity as asset manager, Sequent captures value from idle or underutilized assets of our utilities by
arbitraging price differentials across different locations and over time. We worked with each of our state regulatory
commissions to clarify Sequent’s role as asset manager for our regulated utilities, and have reached the following
agreements:
o In November 2000, the VSCC approved an asset management agreement, which provides for a sharing of profits
between Sequent and VNG's customers.
e In June 2003, CGC’s tariff was amended effective January 1, 2003 to require all net margin earned from CGC
assets to be shared equally with CGC ratepayers.
e Various Georgia statutes require Sequent, as asset manager for AGLC, to share 90% of its earnings from capacity
release transactions with Georgia's Universal Service Fund (USF). Sequent is also required by a December 2002
GPSC order to equally share net margin earned by Sequent, for transactions involving AGLC assets, other than
capacity release, with Georgia’s USF.

During 2002, our wholesale services segment accounted for transactions in connection with energy marketing in
~~ordance with SFAS No. 133 “Accounting for Derivative Instruments and Hedging Activities” (SFAS 133) and
o ,)ountéd for risk management activities in accordance with Emerging Issues Task Force (EITF) Issue No. 98-10
“Accounting for Contracts Involved in Energy Trading and Risk Management Activities” (EITF 98-10). Under these
methods, we recorded energy commodity contracts, including both physical transactions and financial instruments at fair
value, with unrealized gains and/or losses reflected in our earnings in the period of change.

Effective January 1, 2003, we adopted EITF Issue No. 02-03, “Accounting for Contracts Involved in Energy Trading and
Risk Management Activities” (EITF 02-03). EITF 02-03 rescinded EITF 98-10 and reached two general conclusions:

e contracts that do not meet the definition of a derivative under SFAS 133 should not be marked to fair market
value, and i‘

e revenues should be shown in the income statement net of costs associated with trading activities, whether or not
the trades are physically settled.
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We recorded the following as é result of our adoption of EITF 02-03 we:

~= e adjusted the carrying value of our non-derivative trading instruments (principally our storage capacity contracts)
ﬁ to zero and now account for them using the accrual method of accounting;

o adjusted the value of our natural gas inventories used in our wholesale services segment to the lower of average
cost or market, which were previously recorded at fair value. This resulted in a cumulative effect of change in
accounting principle in our condensed consolidated statements of income for the three months ended March 31,
2003 of $12.6 million ($7.8 million net of taxes), that resulted in a decrease of $12.6 million to energy marketing
and risk management assets and a decrease in accumulated deferred income taxes of $4.8 million in our
accompanying condensed consolidated balance sheets, and

e began reporting our trading activity on a net basis (revenues net of costs) effective July 1, 2002, as a result of
consensus one of EITF 02-03. We applied this guidance to all periods, resulting in costs totaling approximately
$435.9 million for the three months ended June 30, 2002 and $676.8 million for the six months ended June 30,
2002 being reclassified as a component of revenues. This reclassification had no impact on our previously
reported net income or shareholders’ equity

The results of operations for our wholesale services segment are as follows:

Three Months Ended Six Months Ended
June 30, June 30,

In millions ; : 2003 2002 Change 2003 2002 Change
Operating revenues $4.1 $0.9 $3.2 $32.6 $9.5 $23.1
Cost of sales - - - 0.1 - (0.1)

Operating margin : 4.1 0.9 3.2 32.5 9.5 23.0
Operation and maintenance expenses 3.7 32 0.5) 11.3 5.8 (5.5
Depreciation and amortization - - - - - -

,~-Xaxes other than income ‘ 0.1 0.1 - 0.2 0.2 -

. JTotal operating expenses 3.8 3.3 (0.5) 11.5 6.0 (5.5)
Operating income | 0.3 2.4 2.7 21.0 3.5 17.5
Other income - - - - - -

EBIT $0.3 ($2.4) $2.7 $21.0 $3.5 $17.5
Metrics . ' % Change %. Change
Physical sales volumes (billions of cubic feet/day) 1.71 1.35 26.6% 1.83 1.22 50.0%
NYMEX (1) average settled price (2) $5.40 $3.40 58.8% $6.00 $2.86 109.8%

(1) New York Mercantile Exchange, Inc. ,
(2) The average settlement of the April through June and January through June futures contracts for each year, respectively.

The increase in EBIT of $2.7 million for the three months ended June 30, 2003 as compared to the three months ended
June 30, 2002 was primarily due to a 27% increase in volume sold as a result of Sequent’s efforts to gain additional new
business with local distribution companies, electric utilities and large industrial customers as well as an increase in the
purchase of direct gas supply from producers. This was offset by an increase in operation and maintenance expenses
resulting from the increased staffing levels required to support the growth in our business. '

Sequent recorded unrealized losses of $3.6 million during the three months ended June 30, 2003, and unrealized gains of
$1.1 million during the three months ended June 30, 2002 related to derivative instruments as a result of energy marketing
“and risk management activities.

The increase in EBIT of $17.5 million for the six months ended June 30, 2003 as compared to the six months ended June
30, 2002 was primarily due to the items mentioned above, along with optimization of various transportation and storage
asgets that Sequent utilized, mainly in the first quarter when natural gas prices were highly volatile. Also, during the three
inths ended March 31, 2003, Sequent sold substantially all of its entire inventory, which was previously recorded on a
mark-to-market basis under the now rescinded EITF 98-10. This resulted in $12.6 million in realized income, offset by
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sharing with our affiliated local distribution companies, for transactions that were recorded on a mark-to-market basis in
prior periods.

“w<quent’s physical sales volumes for the six months ended June 30, 2003 increased 50% as compared to the same period
last year. This increase is attributable to Sequent’s successful efforts to gain additional new business as detailed above.
Additionally, a number of market factors, including colder temperatures in market areas served by Sequent, coupled with
reduced amounts of gas in storage as the winter progressed, resulted in increased volatility in Sequent’s markets. The
volatility in natural gas market prices as compared to the first quarter of 2003 has decreased by over 50%. Although actual
prices continue to trade in a higher range as compared to the average price of the last several years, the volatility in the
second quarter has declined to approximately the 2002 calendar year average.

Sequent recorded unrealized gains of $6.0 million, excluding the cumulative effect of change in accounting principle
during the six months ended June 30, 2003, and unrealized losses of $1.0 million during the six months ended June 30,
2002 related to derivative instruments as a result of energy marketing and risk management activities.

We recorded the derivative instruments that Sequent utilized in its energy marketing and risk management activities on a
mark-to-market basis in both the three and six months ended June 30, of 2003 and 2002. We also recorded energy-trading
contracts as defined under EITF 98-10 on a mark-to-market basis for the six months ended June 30, 2002. The tables
below illustrate the change in the net fair value of the derivative instruments and energy-trading contracts during the three
and six months ended June 30, 2003 and 2002, as well as provides details of the net fair value of contracts outstanding as
of June 30, 2003. Sequent’s storage positions are affected by price sensitivity in the NYMEX average price. :

Three Months Ended Six Months Ended
June 30, June 30,
In millions ' ' 2003 2002 2003 2002
Net fair value of contracts outstanding at beginning of period $3.8 $0.6 $6.8 $2.9
_~Cumulative effect of change in accounting principle - - (12.6) -
N )t fair value of contracts outstanding at beginning of period, as ‘

" adjusted 3.8 0.6 5.3 29
Contracts realized or otherwise settled during period (1.3) 0.2 4.0) 2.3)
Net fair value of net claims against counterparties - - - -
Change in net fair value of contracts gains (losses) g - (23) 1.1 10.0 1.3
Net fair value of new contracts entered into during period - - - -
Change in fair value attributed to changes in valuation techmiques

and assumptions - - - -
Net fair value of contracts outstanding at end of period $0.2 $1.9 $0.2 $1.9
In millions Net Fair Value of Contracts at Period End

Maturity less Maturity 1-3 ~ Maturity 4-5 Maturityin ~ Total net

Source of net fair value than 1 year years years excess of 5 years  fair value
Prices actively quoted ($1.0) $1.2 $- $- $0.2
Prices provided by other external

sources - - - < -
Prices based on models and

other valuation methods - - - - -

The "prices actively quoted" category represents Sequent’s positions in natural gas, which are valued using a combination
of NYMEX futures prices and basis spreads. The basis spreads represent the cost to transport the commodity from a
NYMEX delivery point such as Henry Huib to the contract delivery point. Our basis spreads are based on broker quotes
obtained either directly or through electronic trading platforms.

3
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Energy Investments

3

P

energy investments segment includes our investments in SouthStar Energy Services, LLC (SouthStar) and US

ane L.L.C. (US Propane) as well as the results of operations and financial condition of AGL Networks LLC (AGL

Networks).

SouthStar is a joint venture formed in 1998 by subsidiaries of AGL Resources, Piedmont Natural Gas Company

(Piedmont) and Dynegy Inc. (Dynegy) to market natural gas and related services to retail customers, principally in
Georgia. SouthStar is the largest retail marketer of natural gas in Georgia with a market share of 38% and operates
under the trade name Georgia Natural Gas. Initially, our subsidiary owned a 50% interest, Piedmont’s subsidiary
owned a 30% interest and Dynegy’s subsidiary owned the remaining 20% in SouthStar. On January 24, 2003, we
announced that our wholly owned subsidiary, Georgia Natural Gas Company, reached an agreement to purchase
Dynegy’s 20% ownership interest of SouthStar. The transaction closed March 11, 2003 and for accounting ~ -
purposes had an effective date of February 18, 2003. Upon closing, our subsidiary owned a non-controlling 70%
financial interest in SouthStar and Piedmont’s subsidiary owned the remaining 30%. Although we own 70% of
SouthStar, we do not have a controlling interest as matters of significance require the unanimous Vote of
Piedmont’s representative and our representative to the governing board of SouthStar.

SouthStar’s operating policy contains a provision for the disproportionate sharing of eamings between Piedmont
and us when SouthStar’s annual earnings before taxes are above an annual threshold. The annual threshold is
calculated each year based on a cumulative and annual 17% return on contributed capital. SouthStar’s operating
policy requires that earnings above the threshold be allocated at various percentages based on actual margin
generated in the four defined service areas of the operating policy, and distributed annually to each owner as a
mandatory distribution. Disproportionate sharing is only applicable to our original 50% financial interest in
SouthStar.

We estimate that SouthStar’s earnings before taxes for the twelve months ended December 31, 2002, 2001 and
2000 were above the threshold. We estimate our increased portion of SouthStar’s equity earnings, previously
attributed to Piedmont, for the twelve months ended December 31, 2002 to be $2.3 million to $4.4 million pre-tax.
This reflects our estimate that our actual earnings from SouthStar were at a level of approximately 55.7% to
60.7% of total earnings, rather than our equity ownership of 50% of total earnings. We estimate our increased
portion of equity earnings from SouthStar for the twelve months ending December 31, 2001 and 2000 to be up to
$2.6 million pre-tax. Because the partners have not historically agreed on the annual earnings threshold, no
disproportionate distributions have occurred to date.

Our estimated increased portion of equity earnings for the twelve months ended December 31, 2002 is based on
our interpretation of SouthStar’s operating policy. Because the estimate is still subject to change we will not
record our increased portion of equity earnings until our increased portion of equity earnings is received. The
earnings test is based on SouthStar’s fiscal year ending December 31. Therefore, we have estimated the
disproportionate sharing only through December 31, 2002, however, based on current estimates we expect that
disproportionate sharing on our original 50% interest in SouthStar will occur again in 2003.

US Propane is a joint venture formed in 2000 by subsidiaries of AGL Resources, Atmos Energy Corporation,
Piedmont Natural Gas Company and TECO Energy, Inc. We own 22.36% of the limited partnership interest in
US Propane. US Propane owns all of the general partnership interests, directly or indirectly, and approximately
25% of the limited partnership interests in Heritage, a publicly traded marketer of propane. Heritage is the fourth
largest retail marketer of propane in the United States, delivering approximately 350 million gallons per year to
approximately 650,000 customers in 29 states. ‘

AGL Networks, our wholly owned subsidiary, is a carrier-neutral provider of last-mile infrastructure and dark
fiber solutions to a variety of customers in the Atlanta, Georgia and Phoenix, Arizona metropolitan areas. Its
customers include local, regional and national telecommunication companies, wireless service providers,
educational institutions and other commercial entities. AGL Networks typically provides conduit and dark fiber to
its customers under long-term lease arrangements with terms that vary from three to twenty years. In addition to
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conduit and dark fiber leasing, AGL Networks also provides turnkey telecommunications network construction

services.

: —u)é results of operations for our energy investments segment are as follows:

Three Months Ended Six Months Ended
June 30, June 30,
In millions 2003 2002 Change 2003 2002 Change
Operating revenues $0.7 $0.3 $0.4 $4.1 $0.5 $3.6
Cost of sales - 0.2 0.2 04 0.3 0.1)
Operating margin 0.7 0.1 0.6 3.7 0.2 3.5
Operation and maintenance expenses 2.5 1.8 0.7) 53 35 (1.8)
Depreciation and amortization 0.1 - 0.1 0.2 - 0.2)
Taxes other than income 0.1 - 0.D) 0.3 0.1 0.2)
Total operating expenses 2.7 1.8 (0.9) 5.8 3.6 (2.2)
Operating income (2.0) 1.7 0.3) (2.1 (34 1.3
Other income 8.6 (1.6) 10.2 24.7 24.7 -
EBIT $6.6 ($3.3) $9.9 $22.6 $21.3 $1.3
Metrics: Six Months Ended
June 30,
‘ 2003 2002 % Change
SouthStar
Average Customers 572,991 577,262 0.7%)
Volumes (millions of dekatherms) 38.6 39.6 (2.5%)
AGL Networks
)’A) Dark fiber miles leased - Atlanta 8.8% - -
% Dark fiber miles leased — Phoenix 3.3% - - o

The increase in EBIT of $9.9 million for the three months ended June 30, 2003 as compared to the three months ended

June 30, 2002 was due to:

e 2 $10.3 million increase in other income from SouthStar, primarily as a result of increased volume on a per
customer basis and an increase in our ownership from 50% to 70%, this was offset by

s a $1.0 million decrease in EBIT from AGL Networks, resulting from increased operating expenses due to
additional personnel necessary to support business growth, partially offset by an increase in monthly recurring

contract revenues.

The increase in EBIT of $1.3 million for the six months ended June 30, 2003 as compared to the six months ended June

30, 2002 was due to:

e a $0.6 million increase in EBIT from AGL Networks that reflects an increase in monthly recurring contract
revenues of $1.2 million and $2.3 million from a sales-type lease which were partially offset by increased
operating expenses of $2.5 million due to additional personnel necessary to support business growth.

a $1.0 million increase in other income from US Propane due to colder than normal weather, offset by

e _ a $1.1 million decrease in other income from SouthStar, primarily as a result of lower margins from higher gas
prices in the first quarter of 2003 and a $7.0 million inventory adjustment recorded in the first quarter of 2002,
offset by increased volume on a per customer basis in the second quarter of 2003, lower bad debt and customer
care expense and an increase from our ownership from 50% to 70% effective in mid-February 2003.
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Corporate

r corporate segment includes the results of operations and financial condition of our nonoperating business units,
_Auding AGL Services Company and AGL Capital Corporation (AGL Capital). AGL Services Company is a service
company established in accordance with the Public Utility Holding Company Act of 1935, as amended (PUHCA). AGL
Capital provides for our ongoing financing needs through a commercial paper program, the issuance of various debt and
hybrid securities, and other financing arrangements. We allocate AGL Services Company’s and AGL Capital’s operating
expenses and interest costs to our operating segments in accordance with PUHCA and state regulations. Our corporate
segment also includes intercompany eliminations for transactions between our operating business segments.

The results of operations for our corporate segment are as follows:

Three Months Ended Six Months Ended
' June 30, June 30, ‘

In millions { 2003 2002 Change 2003 2002 Change
Operating revenues $0.1 $- $0.1 $0.1 $- - $0.1
Cost of sales ‘ - - - - - -

Operating margin ' 0.1 - 0.1 0.1 N 0.1
Operation and maintenance expenses 2.1 (1.4 0.7 5.5 2.7 2.8
Depreciation and amortization 2.4 1.9 0.5) 4.5 3.6 0.9
Taxes other than income 1.0 0.9 ~ (0. 2.0 1.9 (0.1)

Total operating expenses 1.3 1.4 0.1 1.0 2.8 1.8
Operating income (1.2) 14 0.2 (0.9) 2.8) 1.9
Other income 0.5) 0.3) 0.2) 0.8) (0.5) 0.3)

EBIT (31.7) ($1.7) $- (31.7) ($3.3) $1.6

"" increase in EBIT of $1.6 million for the six months ended June 30, 2003 as compared to the six months ended June
. TZOOZ was due to prior year accrued expenses that were not allocated.
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Liquidity and Capital Resources

£ "y rely upon operating cash flow along with borrowings under our commercial paper program, which are backed by our

onrting credit agreement, or our Credit Facility, for our short-term liquidity and capital resource requirements. Qur
availability of borrowings under the Credit Facility is subject to conditions specified within the Credit Facility, which we
currently meet. These conditions include our compliance with the financial covenants required by the Credit Facility and
the continued accuracy of representations and warranties contained in the agreements.

We believe our operating cash flow, borrowings from the commercial paper program and other credit availability will be
sufficient to meet our working capital needs. We may seek additional financing through debt or equity offerings in the
private or public markets at any time. Although we currently have no borrowings outstanding under our Credit Facility,
unused availability is limited by our total debt to capital ratios, as represented in the following table.

As of
June 30, December 31,
In millions 2003 2002
Unused availability under the Credit Facility $500.0 $244.1
Cash and cash equivalents 34 8.4
Total cash and available liquidity under Credit F acility $503.4 $252.5

As aresult of our equity offering and increased operating cash flow, our total cash and available liquidity under our Credit
Facility at June 30, 2003 increased $250.9 million from December 31, 2002. As of June 30, 2003 Sequent’s unsecured
line of credit had approximately $7.5 million available for the posting of margin deposits.

Our cash from operations, credit capacity and the amount of our unused borrowing capacity may change in the future due

e ”\? number of factors, some of which we cannot control. These factors include:
‘»\ S )

¢ The seasonal nature of the natural gas business and our short-term borrowing requirements that typically peak
during colder months;

Increased gas supplies required to meet our customers’ needs during cold weather;
Regulatory changes;
Changes in the wholesale prices and our customers’ demand for our products and services;

Margin requirements resulting from significant increases or decreases in our commodity prices; and
Operational risks.

o e o o o

N
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Cash Flows

of June 30, 2002, our cash and cash equivalents were $4.3 million, a decrease of $3.0 million from December 31,

_/‘;‘axﬁ%r cash and cash equivalents were $3.3 million as of June 30, 2003, a decrease of $5.1 million from December 3 1,2002.

2001. Our principal sources and uses of cash during the six months ended June 30, 2003 and six months ended June 30,
2002 are summarized below. :

Six Months Ended June 30, 2003:

Sources

L ]

e o o o

Uses

We generated $204.7 million in cash, primarily through cash from our operations, plus decreases in our
receivables and increases in our payables. This was offset by increases in our inventories :
We received $136.7 million from our equity offering ‘

- Wereceived $10.0 million from our sale of treasury stock

We received $7.0 million from our investments in equity interests
We received $6.6 million from our other mvesting and financing activities

We paid $241.1 million (net of borrowings) to reduce our outstanding short-term debt from the commercial paper
program

We invested $77.2 million in property, plant and equipment

We invested $20.0 million in our investments in equity interests

We paid $31.8 million in cash dividends on our common stock

Six Months Ended June 30, 2002:

=

. ?I‘C@S
. Je

We generated $201.3 million in cash, primarily through cash from our operations, plus increases in payables and
decreases in inventories. This was offset by increases in receivables

We received $9.9 million from our sale of treasury stock

We received $4.1 million from our investments in equity interests

We received $0.7 million from our other investing and financing activities

We invested $87.4 million in property, plant and equipment

We paid $60.2 million (net of borrowings) to reduce our outstanding short-term debt from the commercial paper
program

We paid $45.0 million in scheduled payments on our Medium-Term notes

We paid $26.4 million in cash dividends on our common stock
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Financing

A’%M Our Credit Facility financial covenants and PUHCA require us to maintain a ratio of total debt to total
«__pitalization of no greater than 70.0%. As of June 30, 2003, we were in compliance with this leverage ratio requirement.
The components of our capital structure, as of the dates indicated, are summarized in the following table.

As of:

" Dollars in millions June 30, 2003 December 31, 2002 June 30, 2002
Short-term debt $147.5 71% $388.6 18.3% $324.5 15.3%
Current portion of long-term debt 95.3 4.6 30.0 1.4 48.0 2.2
Senior and Medium Term notes (1) 696.8 33.8 767.0 36.1 797.0 375
Trust Preferred Securities (2) 2283 11:1 2272 - 107 220.5 10.4

Total debt 1,167.9 56.6 1,412.8 66.5 1,390.0 65.4
Common equity ‘ 895.9 434 710.1 335 734.8 34,6
Total capitalization ' $2,063.8 100.0%  $2,122.9 100.0%  $2,124.8 100.0%

(1) Net of interest rate swaps of $2.3 million as of June 30,2003."
(2) Net of interest rate swaps of $6.7 million, $6.1 million, and ($0.1) million respectively.

Short-term Debt. Our short-term debt is comprised of borrowings under our commercial paper program and Sequent’s line
of credit. The commercial paper program is supported by our Credit Facility which consists of:

¢ a $200 million 364-day Credit Facility with a one year term-out option that was originally scheduled to expire on
August 7, 2003 but was renewed until June 16, 2004. ;
* 2 $300 million 3 year Credit Facility that terminates on August 7, 2005.

_As of July 25, 2003, we had no outstanding borrowings under the Credit F acility. The following table provides details on
. JL Capital’s commercial paper program.

Three Months Ended June 30, Six Months Ended June 30,
In millions, except interest rates 2003 2002 2003 2002
Average outstanding balance $97.1 $299.6 $183.4 $316.5
Weighted-average interest rate 1.4% 2.3% 1.5% 24%

Sequent has a $15.0 million unsecured line of credit, which is used solely for the posting of margin deposits and is
unconditionally guaranteed by AGL Resources. This line of credit was renewed on July 3, 2003, expires on July 2, 2004,
and bears interest at the federal funds effective rate plus 0.5%. As of June 30, 2003, the line of credit had an outstanding
balance of $7.5 million. The following table provides details on Sequent’s line of credit.

Three Months Ended June 30, Six Months Ended June 30,
In millions, except interest rates 2003 2002 2003 2002
Average outstanding balance $1.8 - $3.8 $2.8 $2.7
Weighted-average interest rate 1.8% 2.3% 1.8% 2.3%

Long-term Debt. We have $30.0 million in scheduled Medium-Term note payments due in October 2003, with an interest
rate of 5.90%. We expect to utilize the availability of working capital and liquidity under the commercial paper program
to fund these scheduled payments. During the six months ended June 30, 2003, we did not issue any long-term debt.

On April 1, 2003, we exercised our option to call at par two Medium-Term notes totaling $7.2 million before their

scheduled maturity dates. A note of $5.0 million bearing interest of 7.4% was scheduled to mature in March 2013, and a

nate of $2.2 million bearing interest of 7.5% was scheduled to mature in March 2014. We redeemed these notes using
}::eeds from the issuance of commercial paper.
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On July 2, 2003, we issued $225.0 million in Senior Notes diié Aptil 15, 2013. The Senior Notes have an interest rate of
4.45% payable on April 15 and October 15 of each year, beginning October 15, 2003. Interest will accrue from July 2,
A903. We used the net proceeds from the Senior Notes to repay $65.3 million of our Medium-Term notes, discussed
\_ _bw, and approximately $110.0 million of short-term debt and for general corporate purposes.

On July 2, 2003, we also entered into interest rate swaps of $100.0 million to effectively convert $100 million of the fixed
rate obligation on the $225.0 million in Senior Notes due 2013 issued on July 2, 2003, to variable rate obligations. We pay
floating interest on the interest rate swaps on April 15 and October 15 at six month LIBOR plus 0.615%. These interest
rate swaps expire April 15, 2013, unless terminated earlier and we have designated the swaps as fair value hedges under
SFAS 133. :

On July 10, 2003, we exercised our option to redeem $65.3 million of Medium-Term notes at a call premium. These notes
were scheduled to mature in 2013 and 2023 bearing various interest rates ranging from 7.5% to 8.25%.

Interest Rate Swaps. For a discussion of our interest rate swaps, see Item 1, Financial Statements, Note 1 “Significant
Accounting Policies” which is incorporated herein by reference.

Available Capacity Under Shelf Registration. We have a shelf registration statement registered with the SEC for up to
$750 million of various capital securities. Including the effect of the recent equity and Senior Note offerings, as of July
25, 2003, we had approximately $383 million remaining capacity under this shelf registration statement.

Credit Rating. Credit ratings impact our ability to obtain short-term and long-term financing and the cost of such
financing. In determining our credit ratings, the rating agencies consider a number of factors. Quantitative factors that
appear to be given significant weight include, among other things: :
® earnings before interest, taxes, depreciation and amortization
operating cash flow
total debt outstanding
total equity outstanding
pension liabilities and funding status
other commitments
fixed charges such as interest expense, rent or lease payments
payments to preferred stockholders
liquidity needs and availability
potential legislation on deregulation
total debt to total capitalization ratios
various ratios calculated from these factors

® &6 & & 0 0 0 0o o o

Qualitative factors appear to include, among other things, stability of regulation in each Jurisdiction, risks and controls
inherent with wholesale services, predictability of cash flows, business strategy, management, industry position and
contingencies.

Our credit ratings may be subject to revision or withdrawal at any time by the assigning rating organization and you
should evaluate each rating independently of any other rating. We cannot assure you that a rating will remain in effect for
any given period of time or that a rating will not be lowered or withdrawn entirely by a rating agency if, in its judgment,
circumstances so warrant. For the six months ended June 30, 2003 no fundamental adverse shift occurred in our business
or ratings profile.

N—
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The following tablevpresents, as of July 25, 2003, the credit ratihgs on our unsecured debt issues from the three major
rating agencies. The ratings are all investment-grade status and the outlooks for all credit ratings are stable.

__4pe of facility Moody's _ S&p Fitch
Commercial paper : P-2 A-2 F-2
Medium-Term notes A3 A- A
Senior notes Baal BBB+ A-
Trust Preferred Securities Baa2 BBB BBB+

Our debt instruments and other financial obligations include provisions that if not complied with, could require early
payment, additional collateral support or similar actions. Our most important default events include:

A maximum leverage ratio. ' ‘

Minimum net worth. .

Insolvency events and nonpayment of scheduled principal or interest payments.

Acceleration of other financial obli gations.

Change of control provisions.

® & o o o

We do not have any trigger events in our debt instruments that are tied to changes in our specified credit ratings or our
stock price and have not entered into any transaction that requires us to issue equity based on credit rating or other trigger
events. We are currently in compliance with all existing debt provisions.

Sequent has certain trade and/or credit contracts that have explicit credit rating trigger events in case of a credit rating
downgrade. These rating triggers typically would give counterparties the right to suspend or terminate credit if our credit
ratings were downgraded to non-investment grade status. Under such circumstances, we would need to post collateral to
continue transacting business with some of our counterparties. Posting collateral would have a negative effect on our
liquidity. If such collateral was not posted, our ability to continue transacting business with these counterparties would be
7 ypaired. At June 30, 2003, such agreements between Sequent and its Counterparties totaled $12 million. We believe the
*_4sting cash and available liquidity under our Credit Facility is adequate to fund these potential liquidity requirements.

Capital Requirements

Environmental Matters

We expect the manufactured gas plants remediation program to be complete with respect to the significant cleanup by
January 2005. The significant years for spending for this program are 2003 and 2004. The remaining liability for the
environmental response cost program as of June 30, 2003 is estimated to be $85.9 million. :

For a discussion on our contractual cash obligations and other commercial commitments, see Item 1, Financial
Statements, Note 4 “Commitments and Contingencies” which is incorporated herein by reference.

N
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Critical Accounting Policies

.

«__divities have evolved and as a result of new accounting pronouncements. Accounting rules generally do not involve a
selection among alternatives, but rather involve an implementation and interpretation of existing rules and the use of
Jjudgment as to the specific set of circumstances existing in our business. Each of the critical accounting policies involves
complex situations requiring a high degree of judgment either in the application and interpretation of existing literatuge or
in the development of estimates that impact our financial statements.

‘ r@af selection and application of critical accounting policies is an important process that has progressed as our business

Regulatory Accounting

We account for transactions within our distribution operations segment according to the provisions of SFAS No. 71
“Accounting for the Effects of Certain Types of Regulation.” Applying this accounting policy allows us to defer expenses
and income in the consolidated balance sheets as regulatory assets and liabilities when it is probable that those expenses
and income will be allowed in the rate setting process in a period different from the period in which they would have been
reflected in the statements of consolidated income of an unregulated company. We then recognize these deferred
regulatory assets and liabilities in our statement of consolidated income in the period in which we reflect the same
amounts in rates.

If any portion of our distribution operations segment ceased to continue to meet the criteria for application of regulatory
accounting treatment for all or part of its operations, we would eliminate the regulatory assets and liabilities related to
those portions ceasing to meet such criteria from our consolidated balance sheet and include them in our statement of
consolidated income for the period in which the discontinuance of regulatory accounting treatment occurred.

Pipeline Replacement

D2, that represent engineering estimates for remaining capital expenditure costs in the pipeline replacement program
(PRP). The PRP represents an approved settlement between AGLC and the staff of the GPSC that details a 10-year
replacement of 2,300 miles of cast iron and bare steel pipe. We recover the costs through a combination of a straight fixed
variable rate that spreads AGLC’s delivery service revenue evenly throughout the year and a pipeline replacement revenue
rider. As of June 30, 2003, AGLC had recorded a current liability of $67.1 million representing the expected expenditures
of the program for the next 12 months.

/ﬁLC has recorded a long-term liability of $364.5 million as of June 30, 2003 and $444.0 million as of December 31,

Environmental Matters

AGLC historically reported estimates of future remediation costs based on probabilistic models of potential costs. As we
continue to develop cleanup options and plans and we continue to enter cleanup contracts, AGLC is increasingly able to
provide conventional engineering estimates of the likely costs of many elements of its manufactured gas plant MGP)
program. These estimates contain various engineering uncertainties, and AGLC continuously attempts to refine and
update these engineering estimates.

In addition, AGLC continues to review technologies available for the cleanup of AGLC’s two largest sites, Savannah and
Augusta, which, if proven, could have the effect of reducing AGLC’s total future expenditures. Our latest estimate, as of
March 31, 2003, projects costs associated with AGLC’s engineering estimates and in-place contracts to be $85.2 million.
For those remaining elements of the MGP program where AGLC still cannot perform engineering cost estimates, there
remains considerable variability in available future cost estimates. For these elements, the remaining cost of future actions
at the MGP sites is $7.5 million to $28.2 million. AGLC cannot estimate any single number within this range as a better
estimate of its likely future costs. As a result, AGLC accrued the lower end of the range of $7.5 million for these
remaining elements in our environmental response costs. Finally, AGLC has estimates of certain other costs paid directly
by AGLC related to administering the MGP program. Through January 2005, AGLC estimates those costs to be $2.6

}lion; at this time AGLC generally cannot estimate expenses beyond this period. Consequently, as of June 30, 2003 and
wecember 31, 2002, '

42




AGLC’s environmental response cost liability is comprised of:

Y ~ Asof:

o : June 30, 2003 December 31, 2002 Change
Projected engineering estimates and in- :

place contracts $85.2 $109.2 ($24.0)

Estimated future remediation costs 7.5 9.3 (1.8)
Other expenses 2.6 , 1.3 1.3
Cash payments for clean-up expenditures .4 (14.8) 5.4
Accrued environmental response costs $85.9 $105.0 ($19.1)

The environmental response cost liability is included in a corresponding regulatory asset. As of June 30, 2003, the
regulatory asset was $179.1 million, which is a combination of the accrued environmental response costs and unrecovered
cash expenditures. AGLC’s estimate does not include other potential expenses, such as unasserted property damage,
personal injury or natural resource damage claims, unbudgeted legal expenses, or other costs for which AGLC may be
held liable but with respect to which the amount cannot be reasonably forecast. AGLC’s estimate also does not include
certain potential cost savings as described above.

Revenue Recognition
Distribution Operations

VNG and CGC employ rate structures that include volumetric rate designs that allow recovery of costs through gas usage.
VNG and CGC recognize revenues from sales of natural gas and transportation services in the same period in which they

~

warm weather on our operating margin. Beginning in November 2002, VNG's rates include a two-year experimental

weather normalization adjustment program. For certain commercial and industrial customers and all wholesale customers,
VNG and CGC recognize revenues based upon actual deliveries during the accounting period.

Wholesale Services

We record our wholesale services segment’s revenues when physical sales of natural gas and natural gas storage volumes
are delivered to the specified delivery point based on contracted or market prices. We reflect revenues from commodities

trading and derivative activities that are not designated as hedges net of the cost of
these sales. We record derivative transactions at their fair value. ,

Our wholesale services segment accounts for derivative instruments under SFAS 133, which requires us to reflect all
derivatives, as defined therein in our balance sheet at their fair value as risk management activities. The market prices or
fair values used in determining the value of these contracts are Sequent’s best estimates utilizing information such as
commodity exchange prices, over-the-counter quotes, volatility and time value, counterparty credit and the potential
impact on market prices of liquidating positions in an orderly manner over a reasonable period of time under current

We adopted the net presentation provisions of the June 2002 consensus for EITF 02-03 on July 1, 2002. As required under

- consensus, we present gains and losses from energy-trading activities on a net basis. This results In costs totaling
approximately $435.9 million for the three months ended June 30, 2002 and $676.8 million for the six months ended June
30, 2002 being reclassified as a component of our revenues. This reclassification had no impact on our previously
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reported net income or shareholders’ equity.

‘ring 2002, our wholesale services segment accounted for transactions in connection with energy marketing and risk
'ﬁnagement activities under the fair value or mark-to-market methods of accounting, in accordance with SFAS 133 and
ITF 98-10. Under these methods, we recorded energy commodity contracts, including both physical transactions and
financial instruments at fair value, with unrealized gains and/or losses reflected in earnings in the period of change.
Effective January 1, 2003, we adopted the final provisions of EITF 02-03, which rescinded EITF 98-10. Prior to EITF 02-
03, wholesales services accounted for non-derivative energy instruments, such as contracts for storage capacity and
physical natural gas inventory, at their fair value under EITF 98-10.

Energy Investments

SouthStar ‘
SouthStar recognizes revenues from sales of natural gas and transportation services in the same period in which they
deliver the related volumes to customers. SouthStar bills and recognizes sales revenues from residential and certain

."\/ L Networks
V)érecognize revenues attributable to leases of dark fiber pursuant to indefeasible rights-of-use (IRU) agreements as
services are provided. Dark fiber IRU agreements generally require the customer to make a down payment upon execution

consolidated balance sheet, In addition, AGL Networks recognizes sales revenues upon the execution of certain sales-type
agreements for dark fiber when the agreements provide for the transfer of the legal title to dark fiber to the customer at the
end of the agreement’s term. This sales-type accounting treatment is in accordance with EITF Issue No. 00-11 “Lessors’
Evaluation of Whether Leases of Certain Integral Equipment Meet the Ownership Transfer Requirements of FASB
Statement No. 13 Accounting for Leases, for leases of Real Estate” and FAS No. 66 “Accounting for Sales of Real
Estate”, which provides that such transactions meet the criteria for sales-type lease accounting if the agreement obligates
the lessor to deliver documents that convey ownership of the underlying asset to the lessee by the end of the lease term.

AGL Networks is obli gated, under the dark fiber IRUs, to maintain the network in efficient working order and in
accordance with industry standards. Customers contract with AGL Networks to provide maintenance services for the
network. AGL Networks recognizes this maintenance revenue as services are provided. |

AGL Networks also engages in construction projects on behalf of customers. Projects are considered substantially
complete upon customer acceptance and the revenue and associated expenses are recorded at that time. \
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Accounting for Contingencies

A!gi- accounting policies for contingencies cover a variety of business activities, including contingencies for potentially

«_ sollectible receivables, rate matters, and legal and environmental exposures. We accrue for these contingencies when
our assessments indicate that it is probable that a liability has been incurred or an asset will not be recovered, and an
amount can be reasonably estimated in accordance with SFAS No. 5 “Accounting for Contingencies.” We base our
estimates for these liabilities on currently available facts and our estimates of the ultimate outcome or resolution of the
liability in the future. Actual results may differ from estimates, and estimates can be, and often are, revised either
negatively or positively, depending upon actual outcomes or expectations based on the facts surrounding each potential
exposure.

Accounting for Pension Benefits

We have a defined benefit pension plan for the benefit of substantially all full-time employees and qualified retirees. We
use several statistical and other factors that attempt to anticipate future events and to calculate the expense and liability
related to the plan. These factors include assumptions about the discount rate, expected return on plan assets and rate of
future compensation increases as determined by us. In addition, our actuarial consultants use subjective factors such as
withdrawal and mortality rates to estimate the projected benefit obligation. The actuarial assumptions used may differ
materially from actual results due to changing market and economic conditions, higher or lower withdrawal rates, or
longer or shorter life spans of participants. These differences may result in a significant impact on the amount of pension
expense recorded in future periods.

The combination of poor equity market performance and historically low corporate bond rates has created a divergence in

the estimated value of the pension liability and the actual value of the pension assets. These conditions resulted in an

increase in our unfunded accumulated benefit obligation (ABO) and future pension expenses and could impact our future

contributions. The primary factors that drive the value of our unfunded ABO are the discount rate and the market value of
) ‘plan assets as of year end.

“aS of December 3 1, 2002, we recorded an additional minimum pension liability of $79.9 million, which resulted in an
after tax charge to other comprehensive income of $48.5 million. To the extent that our future expenses and contributions
increase as a result of the additional minimum pension liability, we believe that such increases are recoverable in all or in
part, under our future rate proceedings or mechanisms.

one-percentage point increase or decrease in the assumed discount rate could have a negative or positive impact to the
ABO of approximately $40.0 million. Additionally, a one-percentage point increase or decrease in the assumed expected

return on assets would decrease or increase our pension expense by approximately $2.5 million.

As of June 30, 2003, the market value of the pension assets was $225.3 million as compared to a market value of $207.8
million as of December 3 1, 2002. The net increase of $17.5 million from December 31, 2002 to June 30, 2003 results
from our contribution of $6.5 million on February 14, 2003 and our actual return on plan assets of $20.9 million less
benefits paid of $9.9 million. Our $6.5 million contribution is expected to reduce pension expense approximately $0.5

million for the twelve months ended December 31, 2003.

The actual return on plan assets of $20.9 million as compared to the expected return on plan assets could have an impact
on our benefit obligation as of December 3 1, 2003 and our pension expense for 2004. We are unable to determine how
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Regulatory and Legislative Overview

/%}ieral Activity

The Pipeline Safety Improvement Act of 2002, enacted on December 17, 2002, addresses improved safety and integrity of
the industry’s large diameter transmission pipeline systems. This Act requires that the Office of Pipeline Safety (OPS)
establish new regulations on the inspection of transmission pipelines by December 2003. If OPS fails to do that, then
there are identified requirements within the Act which will require us to inspect all of our transmission lines in high
consequence areas over the next 10 years and to take appropriate remedial action. OPS issued a Notice of Proposed
Rulemaking that was open for comments through the end of April 2003. OPS rules are scheduled to be issued no later
than December 17, 2003. Based on initial estimates, the bill will require our three utility subsidiaries to mspect and take
remedial action on approximately 350 miles of large diameter pipelines with an estimated cost over that 10 year period of
$22 million. We believe that since the efforts that require these expenditures are federally mandated, the costs are
recoverable in state regulatory proceedings. :

State Activity

None of the three state jurisdictions in which we operate paSsed any legislation that would significantly impact our
businesses during their most recent legislative sessions. ' :

Since 1998, there have been a number of federal and state proceedings regarding the role of AGLC and its administration
and assignment of interstate assets to Marketers pursuant to the provisions of the Natural Gas Competition and
Deregulation Act of Georgia. As part of those proceedings, AGLC has entered into a stipulation with the GPSC staff,
industrial customers, the Governor’s Office of Consumer Affairs and all but one of the Marketers on its systems,
regarding the assignment of its interstate capacity assets. A hearing to approve the settlement has been conducted and by
a vote of 5-0 on July 24, 2003 the GPSC approved the stipulation. Under the terms of that authorization, AGLC is

/a\ﬁhorized to:

v\‘—

® offer two additional sales services pursuant to GPSC approved tariffs, and
® acquire and continue managing the interstate transportation and storage contracts which underlie the sales services
provided to the Marketers on its distribution system under GPSC approved tariffs. :
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Item 3. Quantitative and Qualitative Disclosure About Market Risk

/E‘*} are exposed to risks associated with commodi
*._/potential loss that we may incur as a result of

changes in the fair value of a
Interest rate risk results from our portfolio of debt and equity instruments that we issue to

ty prices, interest rates and credit. Commodity price risk is defined as
particular instrument or commodity.
provide financing and liquidity

~ for our business. Credit risk results from the extension of credit throughout all aspects of our business, but is particularly

concentrated in our distribution operations se

gment at AGLC and in our wholesal

€ services segment.

Our risk management committee (RMC) is responsible for the overall establishment of risk management policies and the

monitoring of compliance with and adherence to
authorization levels. Our RMC consists of senior

'Commodizjy Price Risk

Wholesale Services. Sequent is exposed to certain commo
transactions entered in the normal course of business. In-ex

wholesale services segment routinely utilizes vari

variety of exchange-traded and over-the-counter energy

contracts and financial swap agreements.

The financial and other derivative instruments that we use re
based on the differential between a fixed and variable price for the commodity,
gnate its derivative instruments to manage

é_ulgier SFAS 133. Our determination of fair value

~ Inter market price quotations, time value and volatility factors underl
s are less than two years and represent purchases (long) of 411.3 billion cubic feet

fhaturities of these financial instrument

and sales (short) of 382.4 billion cubic feet.

The following table includes the fair values and average values of Sequent'
base the average values on a monthl

and liabilities as of June 30, 2003. We
2003,

the terms within these policies, including the delegation of approval and

dity price risks inherent in the natural gas industry or inherent in
ecuting risk management strategies to mitigate these risks, our
ous types of financial and other instruments. These instruments include a
contracts, such as forward contracts, futures contracts, option

A\

quire payments to or receipt of payments from counterparties
options and other contractual

risk exposure to energy prices as hedges
considers various factors, mncluding closing exchange or over-the-

ying options and contractual commitments. The

s energy marketing and risk management assets
y average for the six months ended June 30,

Asset Liability
Average Values Value at June Average Values Value at June
In millions Three-Months ~ Six-Months 30, 2003 Three-Months  Six-Months 30, 2003
_Natural gas contracts $16.5 $15.2 $11.6 $15.7 $17.8 $114

>

loss in portfolio value over a specified time period that is not expected to be exceeded within a given degree of

probability. Sequent uses both a 1-day and 20
95% confidence interval means there is a 5%
calculated VaR value.

Sequent calculates VaR based on the variance
basis of the calculation, such as price volatility.

b4

industry, there is no established industry standard
)

S

-day holding and a 95% confidence interval to evaluate its VaR exposure. A
probability that the actual change in portfolio value will be greater than the

-covariance technique. This technique requires several assumptions for the
confidence interval, and holding period. Sequent'
comparable to a similarly titled measure of another company, because althou

s VaR may not be
gh VaR is a common metric in the energy

for calculating VaR or for the assumptions made.
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Sequent's open exposure is managed in accordance with established policies that limit market risk and require daily
reporting of potential financial exposure to the chief risk officer. Because Sequent generally manages physical gas assets
~=4 economically protects its positions by hedging in the futures markets, Sequent's open exposure is generally minimal
.-j as a result Sequent can operate within relatively low VaR limits. Sequent employs daily risk testing using both VaR
and stress testing to evaluate the risks of its open positions.

Based on a 95% confidence interval and employing a 1-day and a 20-day holding period for all positions, Sequent's
portfolio of positions for the three and six months ended June 30, 2003 had a 1-day holding period VaR and 20-day
holding period VaR of: '

Three months ended Six months ended
June 30, 2003 June 30, 2003
, _ 1-day 20-day 1-day 20-day
Period end $0.1 $0.8 $0.1 $0.8
Average for period 0.2 0.2 0.2 0.4
High ‘ 0.4 1.0 2.5 6.7
Lowwn 0.0 0.0 0.0 0.0

(1) $0.0 values represent amounts less than $0.1 million.

Sequent’s management actively monitors open commodity positions and the resulting VaR. Sequent continues to maintain
a relatively matched book with minimal open commodity risk.

with our storage portfolio. The difference in accounting can result in volatility in our reported net income, even though the
economic margin is essentially unchanged from when the transactions were consummated. We do not currently use hedge
accounting under SFAS 133 to account for this activity.,

Gas that we purchase and inject into storage is accounted for at the lower of average cost or market as mventory in our
condensed consolidated balance sheet, and is no longer marked to market following our implementation of the accounting
guidance in EITF 02-03. Under EITF 02-03 we would recognize a loss in any period when the market price for gas is
lower than our carrying amount for our purchased gas inventory. Costs to store the gas are recognized in the period the

S
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Energy Investments. SouthStar manages a portion of its commodity price risks through hedging activities using derivative
financial instruments and physical commodity contracts. SouthStar uses financial contracts in the form of futures, options
; swaps to hedge the price volatility of natural gas. These derivative transactions qualify as cash flow hedges and
iéj]xthStar records the fair value of the open positions in its balance sheet with the unrealized gain or loss in other
comprehensive income. ‘

Ninety-four percent of SouthStar’s residential and commercial customers buy gas on a variable pricing basis and six
percent buy gas on a fixed price basis. SouthStar hedges the price risk associated with these fixed price sales using
physical contracts and derivative instruments. ‘

Interest Rate Risk

Interest rate fluctuations expose our variable-rate debt to changes in interest expense and cash flows. Qur policy is to
manage interest expense using a combination of fixed and variable rate debt. To facilitate the achievement of desired fixed
and variable rate debt percentages (of total debt), AGL Capital entered into Interest rate swaps where it agreedto
exchange, at specified intervals, the difference between fixed and variable amounts calculated by reference to agreed-upon
notional principal amounts. These swaps are designated to hedge the fair values of $100.0 million of the senior notes due
2011 and $75.0 million of the $150.0 million Trust Preferred Securities.

Market Value of Interest Rate Swap Derivatives

In millions Market Value as of:
Fixed
Notional Rate June 30, December 31,
Amount  Payment Variable Rate Received Maturity 2003 2002
$75.0 8.0% 3 Month LIBOR Plus 131.5 bps May 15, 2041 $6.7 $6.1
-~ 100.0 7.1% 6 Month LIBOR Plus 340.0 bps  January 14, 2011 2.3 $-

AGL Resources' variable-rate debt consists of commercial paper, Sequent’s line of credit and the swapped portion of the
$300.0 million senior notes due 2011 and $150.0 million trust preferred securities, which totaled $140.0.0 million, $7.5
million and $175.0 million, respectively, as of June 30, 2003. Based on outstanding borrowings at quarter-end, a 100 basis
point change in market interest rates from 1.2% to 2.2% at June 30, 2003 would result in a change in annual pre-tax
expense or cash flows of $3.2 million. As of June 30, 2003, $95.3 million of long-term fixed debt obligations mature in
the following 12 months. Any new debt obtained to refinance this obligation would be exposed to changes in interest
rates.

~ -
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Credit Risk

=stribution Operations. AGLC has a concentration of credit risk related to the provision of services to Georgia's

. Arketers. AGLC bills ten Marketers in Georgia for services. These Marketers, in turn, bill end-use customers. Credit risk
exposure to Marketers varies with the time of the year. Exposure is lowest in the non-peak summer months and highest in
the peak winter months. The provisions of AGLC's tariff allow AGLC to obtain security support in an amount equal to a
minimum of two times a Marketer's highest month's estimated bill from AGLC.

In addition, AGLC bills intrastate delivery service to the Marketers in advance rather than in arrears. We provide security
support in the form of cash deposits, letters of credit/surety bonds from acceptable issuers and corporate guarantees from
investment grade entities. The RMC reviews the adequacy of security support coverage, credit rating profiles of security
support providers and payment status of each Marketer on a monthly basis. We believe that adequate policies and
procedures have been put in place to properly quantify, manage and report on AGLC's credit risk exposure to Marketers.

AGLC also faces potential credit risk in connection with assignments to Marketers of interstate pipeline transportation and
storage capacity. Although AGLC assigned this capacity to the Marketers, in the event that the Marketers fail to pay the
interstate pipelines for the capacity, the interstate pipelines would in all likelihood seek repayment from AGLC. The fact
that some of the interstate pipelines require the Marketers to maintain security for their obligations to the interstate
pipelines arising out of the assigned capacity somewhat mitigates this risk.

Concentration of credit risk occurs at AGLC, where we charge out and collect from Marketers and poolers costs for our
distribution operations segment. For the six months ended June 30, 2003, the four largest Marketers based on customer
count, one of which is our partially owned affiliate, accounted for approximately 55.1% of our operating margin and
61.5% of distribution operations' operating margin. '

Wholesale Services. Sequent established credit policies to determine and monitor the credit-worthiness of counterparties,
_as well as the quality of pledged collateral and use of master netting agreements whenever possible to mitigate exposure to
s terparty credit risk. Master netting agreements enable Sequent to net certain assets and liabilities by counterparty.

- séquent also nets across product lines and against cash collateral provided that the master netting and cash collateral
agreements include such provisions. Additionally, Sequent may require counterparties to pledge additional collateral when
deemed necessary. We conduct credit evaluations and obtain appropriate approvals for our counterparty's line of credit
before any transaction with the counterparty is executed. In most cases, the counterparty must have a minimum long-term
debt rating of Ba3 from Moody's and BBB- from S&P. Transaction counterparties that do not have either of the above
ratings require credit enhancements by way of guaranty, cash deposit or letter of credit.

N
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Sequent, which provides services to Marketers, utility and industrial Customers, also has a concentration of credit risk

measured by 60-day receivable exposure. By this measure, Sequent’s top 20 counterparties represent approximately 76%
#~“the total exposure of $242 million. All of Sequent’
_Jnterparty’s external ratings with Standard & Poor’s and Moody’s. The internal rating is multiplied by the

Sequent’s counterparties or the counterparty’s guarantor have a weighted average Standard & Poor’s equivalent credit
rating of BBB. The following table shows Sequent's commodity receivable and payable positions as of June 30, 2003 and
December 31, 2002.

Gross receivable - Asof:
In miltions June 30,2003  December 3 1, 2002 Change
Receivables with netting agreements in place: ,

Counterparty is investment grade $214.1 $188.2 $25.9

Counterparty is non-investment grade 24,0 22.8 1.2

Counterparty has no external rating 6.6 251 (18.5)

Receivables without netting agreements in place: :

Counterparty is investment grade o 3.1 ' 3.7 0.6)
‘Counterparty is non-investment grade - 0.4 0.4)
Counterparty has no external rating 0.1 - 0.1

Amount recorded on balance sheet ‘ $247.9 $240.2 $7.7
Gross payable As of: ;
In millions June 30,2003 December 31, 2002 Change
Payables with netting agreements in place: »

Counterparty is investment grade : $181.1 $139.8 $41.3
o gounterparty is non-investment grade 50.4 36.6 13.8
. __Lounterparty has no external rating 272 28.4 (1.2)

Payables without netting agreements in place:

Counterparty is investment grade :23.7 374 (13.7)

Counterparty is non-investment grade 93 22 7.1

Counterparty has no external rating 1.7 6.3 (4.6)

Amount recorded on balance sheet $293.4 $250.7 $42.7

Energy Investments. SouthStar has a year-to-date average of 572,991 customers, comprising approximately 38% of the
Georgia residential market. SouthStar has established credit guidelines and risk management for each customer type:
* We score firm residential and small commercial customers using a national reporting agency and enroll, without
- security, only those customers that meet or exceed SouthStar’s credit threshold. -
* Weinvestigate potential interruptible and large commercial customers through reference checks, review of
publicly available financial statements and review of commercially available credit reports.
® We assign physical wholesale counterparties an internal credit rating and credit limit prior to entering into a
physical transaction based on their Moody’s, S&P and Fitch rating, commercially available credit reports and
audited financial statements,

Nomee”
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Item 4. Controls and Procedures

, i”j} Evaluation of disclosure controls and procedures. Our chief executive officer and chief financial officer, after
evaluating the effectiveness of our "disclosure controls and procedures" (as defined in the Securities Exchange Act of
1934 Rules 13a-14(c) and 15d-14(c)) as of the end of the period covered by this quarterly report (the "Evaluation
Date"), have concluded that our disclosure controls and procedures were effective in timely alerting them to material

information relating to us (including our consolidated subsidiaries) which were required to be included in our periodic
SEC filings.
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PART II -- OTHER INFORMATION

w

EM 1. LEGAL PROCEEDINGS
The nature of our business and its subsidiaries ordinarily results in periodic regulatory proceedings before various state
and federal authorities and/or litigation incidental to the business. For information regarding pending federal and state
regulatory matters, see "Regulatory and Legislative Overview" contained in Item 2 of Part I under the caption,
"Management's Discussion and Analysis of Financial Condition and Results of Operations."'

On July 1, 2003, the city of Augusta, Georgia served AGLC with a complaint that was filed in the Superior Court of
Richmond County, Georgia against AGLC. Augusta’s allegations include fraud and deceit and damages to realty. The
allegations arise from negotiations between the city and AGLC regarding our environmental cleanup obligations
connected with AGLC’s former manufactured gas plant operations in Augusta. The city of Augusta seeks relief in the

environmental cleanup obligations, please see Item 1, Financial Statements, Note 2 “Regulatory Assets and Liabilities —
Environmental Matters.”

With regard to other legal proceedings, we are a party, as both plaintiff and defendant, to a number of other suits, claims

and counterclaims on an ongoing basis. Management believes that the outcome of all such litigation in which it is
involved will not have a material adverse effect on our consolidated financial statements. ‘

ITEM 2. CHANGES IN SECURITIES AND USE OF PROCEEDS
None.
\ ﬁﬁM 3. DEFAULTS UPON SENIOR SECURITIES
None. |
ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
We held our annual meeting of shareholders in Atlanta, Georgia on April 16, 2003. Holders of an aggregate of 56,777,909
shares of our common stock at the close of business on February 13, 2003 were entitled to vote at the meeting, of which
49,301,493 were represented in person or by proxy. At the annual meeting, our shareholders were presented with one

proposal, as set forth in our Proxy Statement.

Our shareholders voted as follows and elected the following three director nominees who will serve a three-year term until
our Annual Meeting in 2006. ‘

For Withheld Broker Non-Vote
Charles R. Crisp 48,717,857 583,636 -
Wyck A Knox, Jr. 48,393 264 908,229 -
Dennis M. Love 47,629,734 1,671,758 -

ITEM 5. OTHER ]NFORMATION ;

None.

N
RN
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PART AII -- OTHER INFORMATION - Continued
M 6. EXHIBITS AND REPORTS ON FORM 8-K

Exhibits

32 AGL Resources Inc. Bylaws, as amended April 16, 2003.
10.1.a  Separation agreement dated April 5,2003 by and between Richard J. Duszynski and AGL Resources Inc.

10.1.b  Form of Amendment No. 1 to Continuity Agreement between AGL Resources Inc. and certain executive
officers.

10.1.c  Amendment No. 1 to Continuity Agreement between AGL Resources Inc. and Paula G. Rosput.
10.1.d  Form of AGL Resources Inc. Executive Post Employment Medical Benefit Plan

10.2*  Amended and Restated Master Environmental Management Services Agreement dated July 25,2002 by and
between Atlanta Gas Light Company and The RETEC Group, Inc.

103 Guaranty Agreement, effective March 25 » 2003, by and between Atlanta Gas Light Company and AGL
Resources Inc.

10.4 364 Day Credit Agreement with a one year term-out opﬁon, dated June 16, 2003, by and between AGL
Resources Inc., as Guarantor, AGL Capital Corporation, as Borrower, and the Lenders named therein.

05 Guarantee dated June 16, 2003, by and between AGIL, Resources Inc., the Guarantor and SunTrust Bank, as
] J Administrative Agent for the Lenders named in the 364 Day Agreement with a one year term-out option, dated
) June 16, 2003 by and between AGL Capital Corporation, as Borrower and the Lenders named therein.
31 Rule 13a-14(a)/15d-14(a) Certifications
32 - Section 1350 Certifications

* Confidential treatment pursuant to 17 CFR Section 200.80 (b) and 240.24b-2 has been requested regarding certain
portions of the indicated Exhibit, which portions havc; been filed separately with the Commission.

)] Reports on Form 8-K.

Date Event Reported

April 22, 2003 Furnished, under Item 9 — Regulation FD Disclosure, our earnings results for the three
months ended March 31, 2003 which included our condensed statements of consolidated
income for the Three Months Ended March 31, 2003 and 2002 and our EBIT schedule for
the Three Months Ended March 31, 2003 and 2002 :

April 24, 2003 Announced, under Item 5 — Other Events that Karen R. Osar resigned from our Board of
Directors.
June 27, 2003 Furnished, under Item 9 — Regulation FD Disclosure, AGL Resources press release

announcing AGL Capital Corporation’s issuance and pricing of $225 million of senior
notes at an interest rate of 4.45%.
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SIGNATURE

®

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
signed on its behalf by the undersigned thereunto duly authorized.

AGL RESOURCES INC. '
(Registrant)

Date: July 31,2003 /s/ Richard T. OBrien
Executive Vice President and Chief Financial Officer
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IN RE: PETITION OF CHATTANOOGA GAS COMPANY TO PLACE INTO
EFFECT A REVISED NATURAL GAS TARIFF, DOCKET NO. 97-00982

This matter came before the Tennessee Regulatory Authority (hereafter the "Authority")
upon the Petition of the Chattanooga Gas Company (hereafter the “Company” or “Chattanooga
Gas”), a wholly owned subsidiary of Atlanta Gas Light Company, Inc. (hereafter “AGL”) for a

general rate increase. This matter was heard by the Authority from February 9 to 13, 1998.

L PROCEDURAL BACKGROUND
On May 1, 1997, Chattanooga Gas Company, filed a Petition with the Authority pursuant to

Tenn. Code Ann. § 65-5-203, to place into effect a revised natural gas Tariff, superseding its
existing tariff and rate schedule presently filed with the Authority. On May 23, 1997, the Consumer
Advocate Division, lOﬁice of the Attorney General (hereafter known as the “Advocate”), filed its
Petition to Intervene and Participate as a Party. On June 25, 1997, Associated Valley Industries
group (hereafter known as “AVI”), a coalition of certain industrial users of natural gas, filed a
Petition to Intervene. The Petitions for leave to intervene from the Advocate and from AVI were
granted at the Authority Conference on July 1, 1997, and Director Melvin J. Malone was appointed
Hearing -Officer in this matter. On July 23, .1997, ‘Chattanooga .Manufacturers Association ;
(hereafter known as “CMA”) filed its Petition for Leave to Intervene.

On August 6, 1997, a Pre-Hearing Conference was held before Autiiority Director Melvin J.
Malone. At that Pre-Hearing Conference the admission of CMA as a party to the proceeding was
approved. On August 13, 1997, a Report and Recommendation from the Hearing Officer was
submitted to the Authority providing dates for the submission of any additional data requests and

responses, for the filing of additional direct and rebuttal testimony, and for a Hearing. By Order,




.,
Nogge”
o

dated September 3, 1997, the Authority adopted the proéedural schedule set forth in the Hearing
Officer’s Report and Recommendation with amendments. The Authority set this matter for
Hearing from October 13 through 17, 1997. On October 2, 1997, the Parties submifted a jqint
motion to continue the Hearing dates to a date to be determined by the Authority. At the Authority
Conference on October 7, 1997, the motion was granted and Chattanooga Gas, through its counsel,

waived its right under Tenn. Code Ann. § 65-5-203(b)(1), to place the proposed rate increase into

effect wit_hin six (6) months of the date of the initial tariff filing.

On October 7, 1997, a Pre-Hearing Conference was held before Director Melvin J. Malone
in his capacity as Hearing Officer. On October 29, 1997, a Report and Recommendation was
submitted to the Authority from the Hearing Officer providing dates for the Hearing. By Order,

dated January 30, 1998, the Authority adoptedi the Hearing schedule set forth in the Report and

- Recommendation. This matter was set for Hearing by the Authority from February 9 to 13, 1998.




-

IL..  HEARING AND APPEARANCES

On February 9 to 13, 1998, a Hearing was convened before the Directors of the Authority,

at which time, the following appearances were entered by counsel:

FOR THE COMPANY:

William L. Taylor, Jr., Esq.

Spears, Moore, Rebman & Williams
P.O. Box 1749 :
Chattanooga, TN 37401

Gene Shiles, Esq.

Spears, Moore, Rebman & Williams
P.O. Box 1749

Chattanooga, TN 37401

L. Craig Dowdy, Esq.

Long, Aldrich & Norman, L.L.P.
303 Peachtree Street, Suite 5300
Atlanta, GA 30308

FOR THE ADVOCATE:

L. Vincent Williams, Esq.
Office of the Attorney General
426 - 5th Avenue, North
Nashville, TN 37243-0485

Vance Broemel, Esq.

Office of the Attorney General
426 - 5th Avenue, North
Nashville, TN 37243-0485

FOR AVI and CMA:

Henry Walker, Esq.

Boult, Cummings, Conners & Berry
414 Union Street, Suite 1600
Nashville, TN 37219




Dave Higney .

Grant, Konvalinka & Harrison

633 Chestnut Street

Chattanooga, TN 37401

The Company presented testimony from Harrison F. Thompson, Kenneth A. Royse, H.
Edwin Overcast, Gerald A. Himéley, Victor L. Andrews, Donald S. Roff, Fred A. Carillo, Lisa E.
Howard Wooten, Gregory E. ALiff, and James E. Kissel, AVI and CMA presented the testimony of
Doha;ld E. Johnstone, Michael Gorman, James Selecky, Robert Colby, Harry Faulkner III, Thomas
E. Hodge, and Donald E. Huffman. The Advocate presented the testimony of Dr. Stephen N.
Brown, Archie R. Hickerson, Daniel W. McCormac, and R. Terry Buckner.

At the Authority Conference on July 7, 1998, the Directors of the Authority, after public

deliberation, announced their decision in this matter pursuant to Tenn. Code Ann. § 4-5-314.




OI. LEGAL BACKGROUND AND CRITERIA FOR ESTABLISHING JUST AND
REASONABLE RATES '

The Authority considers petitions secking adjustments of rates and charges under Tenn.

Ea

i
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Code Ann. § 65-5-203, which requires:

1) That the Authority shall have the power upon written complaint, or upon its own
initiative, to hear and determine whether the increase, change or alteration being sought
" by a public utility is just and reasonable; '

2) That the burden of proof to show that the increase, change or alteration is just and
reasonable shall be on the public utility making the same; and

3) In determining whether such increase, change or alteration is just and reasonable, the

Authority shall take into account the safety, adequacy and efficiency or lack thereof of
the service or services furnished by the public utility.

The Authority has wide latitude in setting rates for public utilities under its jurisdiction.

( C.F. Industries v. Tennessee Public Service Commission. 599 S.W.2d 536 (Tenn. 1980).

N
p—

The court in C.F. Industries stated that, “[TIhe process of setting rates is not required to

follow any particular course, so long as the end resuit does not violate the just and

reasonable standard.” 1Id. at 543 (quoting Allied Chemical Corp. v. Georgia Power Co.,

224 S.E.2d 396, at 399 (Ga. 1976)).

o The TRA has the power to fix Just and reasonable rates "which shall be imposed, observed, and followed

{ thereafter" by any public utility. Tenn. Code Ann. § 65-5-201. Consumer Advocate Division v. Tennessee Regulatory

R Authority, No. 01-A-01-9708-BC-0093 1, op. at 6 (Tenn.Ct. App., July 1, 1998) (further citing Consumer Advocate
Division V. Bissell, No. 01-A-01-960 1-BC-00049 (Tenn. Ct. App., Aug. 26,1996)). ‘
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IV. TEST PERIOD

In a rate case the Authority must, as a preliminary determination, decide which test period is
appropriate. The purpose in the selection of a test period is to provide an indication of the rate of
return that is likely to be produced under the existing rate structure in the reasonably foreseeable

future. The test period takes into consideration the estimated effect of reasonably expected

revenues, expenses and investments.

The Company proposed a historical test period for the twelve (12) months that ended
September 30, 1996, with adjustments for attrition through September 30, 1998. Each of the
Parties in this case adopted this same test period for their forecasts. The Authority concludes

therefore, that this is a reasonable and appropriate test period in this case for rate setting purposes.

1
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V.  CONTESTED ISSUES

In its original filing, the Company requested a rate increase of $4,422,602. The Advocate
asserted that a rate increase was not just and that the Company should be ordered to reduce current
rates by $1,393,407.> AVI and CMA asserted that the Company could justify only a $6,399

increase.” The following sections represent the issues contested by the Parties.

V(a). RATE BASE

Rate Base is the Company’s net investment, which is ﬁﬁanced through investor supplied
funds, in property used and useful in providing utility service. This is the:amount of investment on
which the Company should be allowed the opportunity to earn a fair and reasonable rate of return.
The Company forecasted a Rate Base of $101.4 million, while the Advocate and AVI proj)osed
$94.6 million apd $87.7 million, respectively. |

V(a)l. PLANT IN SERVICE AND CONSTRUCTION

WORK IN PROGRESS

Plant in Service represents the odgiﬁal investment cost to the Company of the assets used in
providing utility service. Construction Work in Process (“CWIP”) represents the cost of
investment that is currently under c;,onstruction and will be transferred to Plant in Service when
completed.

The actual balance in this account at September 30, 1996, was $125,916,379 to which the

Company forecasted additions of $14,098,556 through the midpoint of the attrition year. The

Company provided a detailed project by project breakdown of the plant additions budgeted for

2 See Advocate Pre-Filed Exhibit, Schedule 1.
In Table 1 of AVI witness Michael Gorman's testimony, AVI proposed a zero ($0) rate change. The
calculations which result derive a rate increase of $6,399. The difference can be attributed to rounding.
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1997 and 1998. The; Advocate used a “gitﬁpl'e average” bf‘ previous plant additions to develop
Utility Plant in Service that resulted in its Plant In Service forecast being $0.600 million higher than
the Company’s budgeted forecast. AVI accepted the Company’s forecasted amount for Plant In
Service and CWIP. Additionally, no testimony was presented on these issues at the Hearing, either
in direct or rebuttal testimony. Since the Coméany’s attrition forécast of $140,014,935 is
supported by a detailed budget and workpapers,‘ the Directors unanimously approved the
Company’s forecast.

V(a)2. ACQUISITION ADJUSTMENT

An Acquisition Adjustment represents the amount of investment by the utility that is over

and above the original cost of assets placed in service. On September 30, 1988, Atlanta Gas Light

| Company purchased the assets of Chattanooga Gas from Jupiter Corporation for $35 million, plus

$1,279,456 in Iegal and accounting fees, for a total of $36,279,456. The purchase price exceeded
the Company's September 30, 11988, book value of $22,653,104 by $13,626,352, which represents
the total acquisition adjustment. Chattanooga Gas has been amortizing this acquisition adjustment
over a 40-year period, and as of May 1, 1997, the unamortized balance was $9,553,422.
Chattanooga Gas requested that the Authority recognize the unamortized balance of the
acquisition adjustment, $9,553,422, in Rate Base. Addiﬁonally, ‘the .Company. requested that the
annual amortization of $411,024 be included in Cost of Service. This is the first time that the
Company has asked for recognition of the acquisition adjustment in the Rate Base and Cost of
Service from September 1988 to the present.* In support of its request, the Company stated that
the facts that eicisted at the time AGL first purchased the Chattanooga system have drastically

changed. For example, the Company argues that extensive improvements and efficiencies were

Chattanooga Gas Company Post-hearing Brief, at page 7.
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realized because of the acquisifion. The Company p.ovided supporting schedules showing savings
to the ratepayers resulting from the acquisition. Finally, the Company portrayed the favorable
results of its management audit and customer surveys as proof that the operations of Chattanooga
Gas have improved to the ratepayers’ benefit.

The Advocate opposed recognizing the Acquisition Adjustment for rateﬁxaking purposes.
The Advocate argued that recognizing the Acquisition Adjustment would force Chattanooga Gas’
ratepayers to pay twice for assets that had been “over-depreciated” for book purpéses.
Additionally, the Advocate argugd that the Company’s exhibits showing savings to the ratepayers
from the acquisition were in error., The Advocate highlighted errbrs in the Company’s original
exhibit quantifying the savings to ratepayers since the acquisition. The Advocate refined its original
schedules to illustrate that customefs of Chattanooga Gas were in a less favorable position after the
acquisition by AGL. On September 10, 1997, the Company filed a revised exhjbit that eliminated
several of these errors. The Directors found that this later filing, hqwe&er, still contained incorrect
calculations. The Advocate maintained that correcting these errors revealed that additional
payments in excess of benefits would have to be made by the ratepayers.

AVI opposed recognizing the Acquisition Adjustmént in the Company’s Cost of Service.
The arguments .advanced by AVI in opposition to the Acquisition Adjustment were structurally
identical to those of the Advocate.

The Directors found that while the level of sérvice provided by Chattaﬁooga Gas may have
increased from that of the Company’s previous owners, such increases in service quality originated
from investments in plant made by the current owners. This increase in investment, and therefore
the change in service, has been recognized through increases to the Plant in Service component of

Rate Base on which a fair rate of return is provided. The Directors also found that the Company’s

14




arguments for recognition of an Acquisition’Adjustment ten (10) years after the acquisition by
AGL, were not dispositiVe of the issue. Therefore, the Directors of the Authority unanimously
denied the Company’s request to include an Acquisition Adjustment in the Rate Base.

V(a)3. CASH

Utility companies, including Chattanooga Gas, are required by their ﬁnancial institutions to
maintain certain minimum cash balances in order to avoid service charges. This cash balance
represents an asset, supplied by the investors of the Compahy, and has been traditionally recognized
by this agency as an addition to Rate Base. The Company included $2,373,422 as the cash element
of their Rate Base. ThlS amount represents the average daily balancq of their cash accounts, and
correctly ties to the Company’s ledger. Although the Advocate accepted the Company's calculation
of cash, AVI objected to including cash in the Rate Base calculation. Michael Gorman, AVI's
witness, stated in his direct testimony that the Company did not demonstrate that this minimum
cash bank balance is necessary to avoid service charges.® In his testimony, however, Mr. Gorman
used the phrase “this minimum cash bank balance,” ® suggesting that a cash balance is warranted.
Mr Gorman, on behalf of AVI, only offered zero dollars as an alternative. The Company did not
dispute AVI's objectlon in their rebuttal testimony.

A majority of the Directors found that utility companies are typiéally‘ required to maintain
minimum cash balances in order to avoid service charges, and that this Agency has traditionally
recognized and approved cash balances of this type as an addition to Rate Bas’e. A majority of the

Directors concluded that it would be a contradiction to accept zero dollars as being reasonable, as

Michael Gorman Pre-Filed Direct Testimony, at page 17.
Id., at page 6.
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suggested by AVI. For these reasons, the majority of Directors adopted the Company's position of
$2,373,422 as the appropriate cash element to include in Rate Base. ’
V(a)4. MATERIALS AND SUPPLIES

Materials and Supplies (“M&S”) generally refers to construction inventories. M&S

includes items such as pipes, meters, and other equipment that will soon be placed into service.

M&S can also include items that are kept on hand for emergency purposes.

The Company included its twelve (12) month historical average balance for M&S during the
test period to arrive at its forecast of M&S. This amount was also a’céepted by AVL Since the
Advécate did not testify concerning their methods used to calculate M&S of $346,273, or oppose
the Company’s position, the Authority unanimously adopted the Company’s forecast of $453,221
as the appropriate amount for M&S to include in Rate Base.

V(a)S. GAS INVENTORIES

Gas inventories represent the average value of gas that the Company stores for withdrawal
during the peak winter months. While the actual cost of the gas placed into storage is recovered
through the Authority’s purchased gas adjustment (“PGA™) process, the return on the investment
required to §tore gas in inventory is recovered through a rate case proceeding.

| The Company has included the twelve (12) month historical average balance during the test
period of $5,419,144 to arrive at its forecast of gas inventories. This amount was also accepted by
AVL Because the Advocate did not present any testimony or offer any evidence regarding its
calgulation of its $6,659,404 forecast of gas inventory,® the Directors unanimously approved the

Company’s forecast of $5,419,144.

Director Kyle voted no on this issue.
Consumer Advocate Pre-Filed Exhibit, Schedule 3.
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V(2)6. DEFERRED RATE CASE EXPENSE

Deferred Rate Case Expense represents the unamortized portion of costs the Company has
incurred for regulatory proceedings before the Authority. ThlS item also includes Chattanooga
Gas’ share of its total cost of proceedings before the Federal Energy Regulatory Commission
(“FERC”). In addition, costs relating to the Company’s Management Audit, which was ordered by
the Tennessee Public Service Commission in the Company’s last rate case, are included in this item.
The Company capitalizes these costs and afnortizes them over a previously prescribed period. The
amortization of these costs is then treated on the income statement as an expense.

The Company has taken the balance in this account at September 30, 1996, added its
estimated outside costs for completing this rate case of $183,500, and continued with its current
monthly amortization of $1,288 to arrive at its average Deferred Rate Case Expense of $200,668 in
the attrition year for Rate Ba;e. ‘However, in computing Rate Case Expense for the Net Operating
Income (“NOT”), the Company chose to increase the test period amount by their growth factor.
The Company also exciuded the deferred costs of their Management Audit in their forecast.

The Advocate included $47,309 in Rate Base for their forecast of Deferred Rate Case
Expense. The Advocate’s calculations of $144,500° did not recognize the cost of the management -
audit. AVI accepted the Company’s calculation of Deferred Rate Case Expense.

The Directors determined that the balance of the Deferred Rate Case Expense should relate
to the amortization included as Rate Case Expense in the computation of Net Operating Income.

To compute this item, the Directors concluded that the beginning balance should first be increased

? There is no evidence in the record regarding how or why the Advocate chose to change the Company’s

original forecast of $183,500.
17
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by the estimated cost of this case and then amortized over a new three (3) year period as illustrated

below:
DEFERRED RATE CASE EXPENSE

- 9/30/96 Deferred Rate Case Expense $38,420
9/30/96 Deferred Management Audit Expense 135,744
Estimated Costs to Complete 1997 Rate Case 183,500
" Total Deferred Balance o : $357,664
Amortization Period (Years) - ' -3
Annual Rate Case Expense $119,221
Monthly Rate Case Expense | ; $9,935
Months from 9/30/96 to 3/31/98™° 18
Total Amortization at 3/31/98 e $178,830
Total Deferred Balance $357,664
Amortization through 3/31/98 _ 178,830
Deferred Rate Case Expense at 3/31/98 $178,834

)

The Directors found that they could not accepf any one method proposed by the Parties for
Deferred Rate Case Expense, and then ignore this caiculation in the development of Rate Case
Expense for Net Operating Income. The Directors, therefore, determined and adopted $178,834 as
the proper forecast for Deferred Rate Case Expense, and $119,221 as the proper forecast for Rate
Case Expense. |

V(;l)7. PREPAYMENTS

Prepayments are an investment in working capital that are made in advance of the period to
which they apply and include items such as prepaid rents, insurance, and taxes. The amortization of

these costs are then treated on the income statement as an expense.

10 March 31, 1998, represents the midpoint of the attrition year (October 1, 1997 - September 30, 1998).

Thexjefore, March 31, is the appropriate point in time to measure the Company’s net investment against their
earnings. : e ‘
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The Company included $1,189,348 representing ihé test period average of this account
from October 1995 to September 1996 as its forecast of Prepayments duri;lg the ‘attriti‘on year.
AVI accepted the Company’s forecast in their Exhibits. The Advocate included only $769,193 in
its Exhibits for Prepayments. Further, the Advocate presented no testimony or rationale on the
methodology behind its forecast for Prepayments. The Advocate presented no cross-examination
of any witness at the Hearing or made ﬁention of this issue in its post-hearing briefs.

Since the Company’s forecast of $1,189,348 represents the test period average of this
account for October 1995 to September 1996, the Directors unanimously a&ppted the Company’s
forecast as the proper estimate for Prepayments.

V(2)8. OTHER ACCOUNTS RECEIVABLE

\

The category “Other Accounts Receivable” represents amounts owed to the Company by

their customers that are not associated with regular gas service. An example of Other Accounts

Receivable would be for amounts due from customers for main extensions that are being paid on an

installment bgsis.

The Company included $92,028 representing the test period average of this account for
October 1995 to September 1996 in Rate Base as its forecast of Other Accounts Receivable during
the attrition year. AVI accepted the Company’s foreéast. The Advocate included $138,738 in its
case for Other Accounts Receivable. However, the Advocate presented no testimony or rationale
regarding the calculation of its forecast. The Dkedors were not presented with cross-examination
of any witness at the Hearing relating to this issue. |

Because the Directors found no evidence to support any other forecast, the Directors
unanimously adopted the Company’s forecast as the proper estimate for Other Accounts

Receivable.
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V(a)9. LEAD LAG STUDY
The Lead/Lag Study measures the average amount of capital provided by investors, over
and above the investment in other Rate Base issues, to finance company activities between the time

expenditures are required to provide services and the time collections are received for services.

| The Lead/Lag Study recognizes that there is an investment required on the part of the stockholders

to pay for the day-to-day expenses of the utility before they are recovered through rates charged to
the ratepayer.

Each of the Parties adopted the Company’s Revenue Lag Day forecast of 41.60 days.
However, there arose a diépute over the proper number of expense Iag days to include. The

Advocate proposed a separate treatment on lag days for uncollectible expense, but offered no

testimony regarding the rationale for this change. The Directors, therefore, unanimously accepted

the position of the Company and AVI that lag days concérning uncollectible expense should be
included with other operating expenses. |

A second dispute concerned AVI’s elimination of depreciation expense from the calculation
of expense lag days. The Company and the Advocate each included Depreciation Expense in the
Lead/Lag Study at‘zero (0) days. AVI contended that Accumulated Depreciation was already -
included in Rate Base and that the Company was already earning a return on those assets.
However, the Directors recognized that including the Depreciation Expense in the Lead/Lag Study
at zero (0) Lag Days is necessary to recognize that investor funding has occurred, but was not yét
recovered. The Directors approved the positions of the Company and the Advocate on this item. -

A third dispute involved the appropriate lag days for interest expense. The Company used
zero lag days for this issue while the Advocate and AVI used 85.5 and 82.5 days, respectively.

Because the Authority permitted the recbgnition of Interest Expense in the Lead/Lag Study in prior

20




cases, the Directors determined that the recognition of Interest Expense should be recognized in

-this case. The Directors unanimously concluded, therefore, that Interest EXpense should be

included in the Lead/Lag Study at 84 days.

A final area of dispute involved the appropriate lag days for Préferred Dividends and Net
Earﬁings. Includingkthe .preferréd dividends and net earnings in the Lead/Lag Study recognizes that
investor funding has occurred, but that it has not been recovered. AVI excluded these items from
thei Lead/Lag Study based on its characterization of them as non-cash expenditures.

The Directors lfound that consideration of each of the prior adjustments produces an
Expense Lag of 38.46 days, resulting in a net lag day effect of 3.14 days. U addition, multiplying
the net lag days by the daily cost of service of $660,923 and taking incidental collections of $49,828

into consideration gives $266,399 for the results of the Lead/Lag Study.

LEAD/LLAG STUDY RESULTS
Consumer ~
Company?  Advocate® Avr# Authority

Revenue Lag Days ; 41.60 4160 41.60 41.60
Expense Lag Days 34.80 38.40 42.98 38.46

Net Lag Days 6.80 3.20 - -1.38 3.14

Daily Cost of Service $262,727 $248,986 $234,583 $226,399
Operating Funds Advanced $1,786,544 $805,866 $-322,783 $710,751
Incidental Collections ~ -49,828 -49,828 -49.828 -49,828

Lead/Lag Study Results 81,736,716 $756,038 $-372,611 $660,923

The Directors, therefore, adopted $660,923 as the appropriate amouni to include for the

Lead/Lag component of Rate Base.

u Preferred dividends and net earnings are included in the Lead/Lag Study at 0 days.
12 Chattanooga Gas Exhibit 5, Schedule 8, Page 3 of 4.
3 Advocate Pre-Filed Exhibit, Schedule 5.

14 AVI Exhibit MPG-1, Schedule 8. However, on page 17 of his direct testimony, Mr. Gorman uses $396,530

for his Lead/Lag results. He then carries the $396,530 figure to his Rate Base calculation. This discrepancy remains
unexplained. '
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V(a)1o0. ACCUMULATED DEPRECIAt:ION

Recovery of the dollar’s invested in Plant in Service is permitted over the plant’s estimated
useful life by a systematic depreciation charge. The Accumulated Depreciation accoimt represents
the amount of plant that has already been recovered from utility customers through the annual
Depreciation Expense charges on the income statement.

The Company applied the results of its Depreciatioh Study to its forecast of Plant in
Service to calculate its Depreciation Expense and Accumulate_:d Depreciation of $46,569,377. AVI
accepted this same amount of Accumulated Depreciation. The Advocate included $46,478,394 as |
their forecast of Accﬁmulated Depreciatioﬁ. This figure is $90,983 less than the Company’s
calculation. According to the Advocate, this difference is due to using a “simple average” rather
than a thirteen (13) month average to develop Accumulated Depreciation.®

In considerétion of the Authority’s previous acceptance of the Company’s forecast of Plant
in Service, see section (V(a)1.), of this Order, that was based upon a thirteen (13) month average,
the Directors unanimoﬁsly adopted the Company’s companion forecast of $46,569,377 for
Accumulated Depreciation.

V(a)11. ACCUMULATED AMORTIZATION OF ACQUISITION ADJUSTMENT

This item represents the Company’s total accumulated amortization of their Acquisition
Adqutment.\ Treatment of any Acquisition Adjustment governs the appropriate handling for the
related Accumulated Amortization. Because of the action taken on the Acquisition Adjustment in

section V(a)2. of this Order, the Directors determined that this issue was moot.

o R. Terry Buckner Pre-Filed Direct Testimony, at page 18.
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V(@)i2. ACCUMULATED DEFERRED FEDERAL INCOME TAXES

The Directors found no disagreements among the Parties on the $5,131,816 amount of
Accumulated Deferred Federal Income Taxes (“ADFIT”) forecast by the Company. The Directors,
therefore, unanimously adopted the Company forecast in the amount of $5,131,816 for ADFIT.

V(a)13. CUSTOMER ADVANCES FOR CONSTRUCTION

Customer Advances for Constrﬁction represent ﬁmds that are advanced from ratepayers for

various construction projects. The Directors found no disagreement among the Parties over the

forecast of Customer Advances, and unanimously adopted the Company’s forecast of

$384,855 as the proper amount for this account.

V(a)14. CONTRIBUTIONS IN AID OF CONSTRUCTION

Contributions In Aid of Construction represents funds that are received from ratepayers for
certain construction projects. These projects aré undertaken when the Company’s facilities are A
either extended ‘or’ relocated at the customer’s request in an area that is not likely to be
economically feasible to serve under normal conditions. The Company forecasted' an attrition year
balance of $1,908,645. AVI also used this amount in their calculation of Rate Base. The Advocate
included $1,858,651 in its exhibit for Contributions In Aid of Conétmction. The Advocate,
however, presented no testimony or other rationale regarding the calculation of its forecast. Since
the Company’s forecasi reflects £he actual test period average balance, and because the record was
absent evidence to support any other calculation, the Directors unanimously adopted the Company's
forecast of $1,908,645.

V(a)15. RESERVE FOR UNCOLLECTIBLE ACCOUNTS

The Company included $278,723 in their Reserve for Uncollectible Accounts based on the

development of an uncollectible factor that was then applied to estimated revenues for the attrition

23




“

i i

L ) .
S ;

period. While AVI accepted the Company's forecast for this issue, the Advocate projected an
uncollectible reserve balance of $25 7,864.'

Based on the record, a majority of the Directors concluded, that it is reasonable that a
Company with net revenues forecasted in excess of $32 million may establish a bad debt reserve of
$257,864 or approximately 8/10ths of 1 percent of its projected revenue. Additionally, the majority
concluded that, based on the Company's past bad debt experience, its esthﬁate for the attﬁtion
period was reasonable. Further, the majority restate(i that no party challenged the Company's
estimate, except the small undocumented adjustment by the Advocate. Therefore, a majority of the
Directors adopted Chattanooga Gas' attrition period Reserve for Uncollectible Accounts in the
amount of $278,723. '

V(a)16. OTHER RESERVES

Othef Reserves represents an allowance that the Company has established for maintenance
of their liquefied natural gas (LNG) facility. This allowance represents the net accumulation of
expenses that were previously recognized in Net Operating Income, and must be deducted from
Rate Base. The Company included $549,562 in their forecast for Other Reserves. This amount
was also accepted by AVI in their forecast of Rate Base. The Advocate included $409,201 for
Other Reserves. The record reflects that the Advocate presented neither testimony nor rationale
on the methodology used to calculate their forecast; As the record supported the Company’s
forecast, the Directors unanimously adopted the forecast by Chattanooga Gas for Other Reserves in

the amount of $549,562.

16 Director Kyle voted no on this issue,
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Deposits.

V(a)17. CUSTOMER DEPOSITS

Customer DepOsits represents funds received frdm ratepayers as security against potential
losses arising from customer failure to pay for service. These funds represent a liability of the
Company for repayment either after a specified period or upon satisfaction of cerfain credit
requirements. Thése funds also represent a source of non-investor supplied capital, and must
therefore be deducted from the Rate Base calculation.

The Company included $3,766,190 in their forecast of Customer Deposits. AVI accepted
this amount in its forecast of Rate Base. The Advocate, however, adjusted Chattanooga Gas'
forecast to reflect a balance of $1,917,229 based upon the Company's acknowledgment that it
overstated its forecast of Customer Deposits. Since there were no disputes entered into the record
by any of the Parties regarding the Advocate's forecast, the Directors unanimously adopted the

Advocate’s forecast in the amount of $1,917,229 as the appropriate amount for Customer

V(a)18. ACCRUED INTEREST ON CUSTOMER DEPOSITS

The rules of the Authority require gas utilities to accrue interest on Customer Deposits.
This interest is then refunded to the customer along with the security deposit after a specified
peﬁod when credit worthiness has been demonstrated. The Diréctors concludéd that, becaus_e ihe
Interest on Customer Deposits is recognized as an expense in computing Net Operating Income,
the accrued interest that has not been paid out should be treated as a deduction to Rate Base.

All of the Parties included $671,344, in Rate Base for their forecast of Accrued Interest on
Customer Deposits. However, even though the Company admitted to an error in their forecast of
Customer Deposits, none of the Parties made a corresponding adjustment to the Accrued Interest

on Customer Deposits.
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The Directors, therefore, unanimously approved $686,049 which repreSents the thirteen

(13) month test period average for this account, as the proper forecast for Accrued Interest on

Customer Deposits. Therefore, the Directors found after considering the adjustments described

previously, that a Rate Base of $92,955,599 is calculated as illustrated in the following table,

COMPARATIVE RATE BASE CALCULATIONS

“Additions:

Plant in Service and CWIP
Acquisition Adjustment
Cash

Materials and Supplies
Gas Inventories

 Deferred Rate Case Expense

Prepayments
Other Accounts Receivable

Lead/Lag Study
Total Additions

Deductions:

Accumulated Depreciation
Accu Amort of Acq Adj.
Accumulated Deferred FIT
Customer Advances

Contributions in Aid of Const.

Reserve for Uncollectibles
Other Reserves

Customer Deposits

Accrued Int on Cust Deposits
Total Deductions

Rate Base

Company'’”  Advocate™ AVIY® Authority
$140,014,935 °$ 140,614,494 $140,014935 § 140,014,935
13,355,565 0 0 0
2,373,422 2,373,422 0 2,373422
453,221 346,273 453,221 453,221
5,419,144 6,659,404 5,419,144 5,419,144
200,668 47,309 200,668 178,834
1,189,348 769,193 1,189,348 1,189,348
92,028 138,738 92,028 92,028
1,736,716 . 756,038 -396,530 660,923
$164,835,047 151,704,871 $146,972,814 $150,381,855
$46,569,377 $46,478.394 $46,569,377 $46,569,377
4,196,041 0 0 0
5,131,816 - 5,131,815 5,131,816 5,131,816
384,855 384,974 384,855 384,855
1,908,645 1,858,651 1,908,645 1,908,645
278,723 257,864_ 278,723 278,723
549,562 409,201 549,562 549,562
3,766,190 1,917,229 3,766,190 1,917,229
671,344 671,344 671,344 686,049
$63,456,553 - $57,109,472 359,260,512 - $57,426,256
$94,595,399 $87,712,302 $92,955,599

-$101,378,494

Company Exhibit 5, Schedule 8, Page 1 of 4.
Consumer Advocate Pre-Filed Exhibit, Schedule 3.

AVI Exhibit MPG-1.
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V(b). NET OPERATINGINCOME

Net Operating Income (“NOI”) represents the earnings of the Company under present rates
that are available after all issues of the cost of providing utility service have been ¢onsidered.

V(b)1. BASE RATE REVENUES

Base Rate Revenues represent the gross margin, gas revenues less gas cost, of the Company

at present rates. The Company forecasted their Base Rate Revenues under present rates to be

$31,206,762. 1In their forecast, the Company included the sales volumes for certain Industrial
customers at contract rates that were proposed in other dockets, but were subsequently denied.
Volumes to these customers should now be priced at the existing Industrial tariff rate. According to
the Advocate, making this special contract change will add $606,518 to the Company's base rate
forecast, while AVI projects a $635,458 adjustment. The Company did not dispute either of these
adjustments in its rebuttél testimony.

As there was no dispute that the adjustments éhould be made, and because the amounts

proposed are close, the Directors unanimously determined that an average of the two adjustments,

or $620,988 be adopted. Further, the Directors unanimously approved adding the $620,988

adjustment to the Company‘s original forecast of $31,206,762 that resulted in a forecast of
$3 1‘,827,750 for Base Rate Revenues. |
| V(b)2. OTHER REVENUES
Other Revenues represent revenues that the Compény indirectly collects which are not
necessarily involved in providing gas service. For example, discounts that are forfeited by the
customers who do not promptly pay their bills are include’d in Other Revenues. The Company

included $929,361 in their forecast of Other Revenues. AVI accepted the Company’s forecast for
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this item. The Adi(ocate made two adjustments to the Company’s forecast. The Advocate first

“added $13,862% for returned check charges. According to the Advocate, the Company omitted

these charges from their forecast. There was no controversy with the Conipaﬁy regarding this

issue.

The Advocate’s second adjustment to the Company’s forecast decr_eased forfeited discount

~revenue by $59,657. %' The Advocate’s calculation was based upon a five-year average ratio of

forfeited discount revenue to total revenue. Again, there was no dispute on this adjustment with

the Company or A VI for this item.
Due to the lack of objections on the record to the adjustments, the Directors unanimously

adopted the Advocate’s position and included the Advocate’s $883,749 amount in Other Revenues.

“In addition, the Directors also unanimously approved the Advocate’s five-year avérage forfeited

discount ratio of 0.006837% for the Revenue Conversion Factor.
V(b)3. ALLOWANCE FOR FUNDS USED DURING CONSTRUCTION
Allowance for Funds Used During Construction is not a revenue item, but represents a

reduction, or capitalization, of interest expense and equity costs that the Company incurs on

~ projects taking more than thirty (30) days to complete. All of the Parties accepted the Company’s -

for’ecastkof $32,373 for this item. The Directors unanimouslyk‘ concluded, therefore, that the

Company’s forecast was reasonable and adopted a forecast of $32,3 73 for this item

fx) Daniel W. McCormac Pre-Filed Direct Testimony, at page 5.
Id .
z Advocate Pre-Filed Exhibit, Schedule 14,
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V(b)4. SALARIES AND WAGES /
Salaries and Wages represent the direct labor and benefit expenses of the Company s

employees in Chattanooga The Company’s calculation was $3,136,136 for Salary and Wage

- Expense. AVI accepted the Company’s forecast for Salary and Wages. The Advocate forecasted

$3,084,307 in Salary and Wage Expense, which was $51,829 less than thekaom'pany’s forecast.

There is no mention in the Advocate’s testimony of the cause for this difference. Because the

‘record fails to reflect explanations for the difference in the Advocate’s calculations, the Directors

unanimously accepted the Company’s forecast of $3,136,136 for Salary and Wage Expense.

V(b)S. DISTRIBUTION EXPENSE

Distribution Expense relates to costs incurred in operating and maintaining the Company’s
gas distribution system. Some examples of items that would be classified as Distribution Expense
would include expenses relating to dispatching, metering, and maintenance of the Company’s mains
and service lines. Because these types of expenses cannot be easily priced individually, the Parties
agree that they must rely on a growth factor to forecast distribution expenses.

The growth factor contains an inflation component and a customer growth component that
produces a measure of thé expected annual growth. The annual growth factor is then compounded
for the number of months to the end of the attrition period to produce a total growth factor. The
test period level of expenses is then multiplied by the total growth factor to give the attriﬁon period
forecast expense. |

V(b)Sa. CUSTOMER GROWTH RATE

The Company computed a compound customer growth rate of 8.95 for twenty-four (24)

months that produces a 4.38 percent annual growth. The Company's computation is slightly below

the Advocate's proffered annual customer growth rate of 4.65 percent. The record reflects that the
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Advocate made no adjustment té the Compahy's revenue calculation for customer growth. Since ‘
the record appeared to reflect that the Advocate accepted the Company's customer growth
calculation for revenues, the'Directors unanimohsly found that it was consistent to accept the
Company’s customer’ growth calculation for expenses. Therefore, on this sub-item, the Directors
unanimously adopted the Company's annual customer growth calculation of 4.38 percent.
V(b)Sb. CUSTOMER GROWTH ADJUSTMENT

- The Advocate argued that 50 percent of the annual customer rate should bé, considered

based on this Authority's historical practice of adjusting customer growth by 50 percent in natural

gas company rate cases. The Company objected to this adjustment in their rebuttal testimony. The

Directors determined that, historically, not all expenses increased over time due to customer

growth. While some expenses such as vehicle maintenance expenses increase proportionately with
customer growth, others such as office maintenance expenses have né correlation with customer
growth. Therefore, on this sub-item, the Directors unanimously adopted the 50 percent adjustment
proposed by the Advocate.
V(b)Sc. COMPOUND INFLATION RATE
The Company computed a compound inﬂation rate of 6.67 percent for twenty-four 249

months as measured by the Consumer Price Index. This computatxon produced a 3.15 percent

~annual inflation rate. The Advocate used 2.19 percent as its annual inflation rate as measured by

the gross domestic product (“GDP”) deflator. At the Hearing, the Company witness stated that
either index could be used as a measure of inflation. This Authority has recognized that the GDP

index is a more appropriate measure for use in rate cases. Therefore, the Directors unanimously
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adopted an annual GDP factor of 2.36 percent based on the blue-chip indicator's publication as
stated on page 13 of Mr. Buckner's testimony from the Advocate's Office, 2

V(b)5d. COMPOUND GROWTH FACTOR

Considering all of the sub-items included in distribution expense, a compound growth facth

0f 9.31 percent is produced as shown below.

GROWTH FACTOR CALCULATIONS

' Consumer ,
Company*  Advocate® Authority*
1. Annual Customer Growth Rate "~ 4.38% 4.65% 4.38%
2. Percentage Allowed ' 100% 50% 50%
3. Net Annual Customer Growth Rate 4.38% 2.33% 2.19%
4. Annual Inflation Rate o 3.15% 2.19%% 2.36%
5. Total Annual Growth Factor ' 153% = 4.52% 4.55% |
6. Months to Compound 24 19 24
7. Total Compound Growth Factor 15.62% 7.25%  931%

The Directors adopted 9.31 percent as the proper factor to grow expenses in this matter
that are not sp%ﬁ@y priced out. By applying the 9.31 percent growth factor to the Company's
Séptember 30, ’1996, adjusted test period distribution expenses of $848,394, the growth factor
produces an attrition peridd balance of $927,379. The Directors found, therefore, that $927,379 '

J

was a proper level of distribution expense.

= R. Terry Buckner Pre-Filed Direct Testimony at page 13.
: Gerald A. Hinesley Pre-Filed Direct, at page 4.

The Advocate’s total compound growth factor is 7.25 percent according to R. Terry Buckner Pre-Filed
Direct Testimony, at page 13. His testimony describes this growth factor as compounded for a 19 month period (May
261, 1997 through September 30, 1998), it is, however, a 16 month period. i

The annual customer growth rate of 4.38 percent is the rate used by the Company.
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V(b)6. STORAGE EXPENSE

Storage Expense relates to costs, other than labor and gas, incurred in operating and
maintaining the Company’s gas storage assets. The Company owns é liquefied natural gas (LNG)
facility that is included in the Rate Base calculation under Plant in Service. The LNG facility cools
natural gas to a very iow temperature until it is converted into a liquid state. The liquefied gas is
then stored until needed, at which time it is heated and vaporized back into a gaSeous state. This
process makes it efficient to store large quantities of natural gas in a relatively small containment
area. The cost of éperating and maintainingv the LNG facility is accounted for as Storage Expense.

Chattanooga Gas and the Advocate forecasted Storage Expenses of $987,610 and
$813,689, respectively. AVI accepted the Coméany’s forecast for Storage Expense in their
caloulation of NOL The Directors concluded that the difference between the Compahy and
Adecate’s calculation bf Storage Expense resulted from the use of their different growth factors.
After reducing tiw Company’s test year Storage Expense for $34,000” in certain non-recurring
items, the Directors unanimously concluded that applying the adopted growth factor of 9.31
percent to the'Septembgr 30, 1996, adjusted test period balance of $820,191, produced an attrition
amount of $896,551. The Directors, therefore, approved $896,551 as the proper level of Storage -
Expense.

V(b)7. CUSTOMER ACCOUN'fS EXPENSE

Customer Accountsv Expense relates to costs incurred, excluding labor, in biliing and
collecting amounts owed by Company customers. Some examples of iiems that would be classified

as Customer Accounts Expense would include meter reading, cashiers, and collection expenses.

z See Authority clarification request #78 with response filed by Chattanooga Gas and copies to all Parties

filed August 13, 1997. This Adjustment was not taken into account by either the Company or the Advocate,
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The Directors unanimously c'onchided that applying the adopted growth factor of 9.31
percent to the September 30, 1996, adjusted lest‘period balance of $88,951 produced ‘an attrition
period balance in this category of $97,232. The Directors, therefore, unanimously approved a
balance of $97,232 as the appropriate forecast for Customer Accounts Expense.

V(b)8. UNCOLLECTIBLE ExPENSE .

Uncollectible expenses recognize the Company’s annual provision for amounts due from
customers that will not be collected. On October 1, 1996, the Company changed the methodology
by which it recognizes uncollectible expenses lo one that estimated the expense based on actual net
write-offs in the uncollectible account. The Company’s new methodology would not have been
recognized in this rate proceeding because the test period ended September 30, 1996. Therefore,
the Company chose to update their test period to the twelve (12) months that ended Februafy 28,
1997, for Uncollectible Expense, and use the September 30, 1996, test period for all other items, 2*
By updating the test period to February 28, 1997, the Company recognized $385,019 in their
forecast ‘for Uncollectible Expense.

Both AVI and the Advocate disagreed with the Company’s methodology. The Advocate
argued that the Company’s calculation was more than double the historical amounts for the
previous six (6) fiscal years. » The Advocate also argued that the Company did not present any

evidence that shows that the expense will continue at this rate. The Advocate chose to include only

-$165,968 in its forecast as Uncollectible Expense. This amount represents the average of the

Company’s actual net write-offs for the last seven (7) years and eight (8) months. AVI also

opposed the Company’s proposed forecast of Uncollectible Expense because it is not based on test

= In re: Petition of Chattanooga Gas Company to Place Into Effect a Revised Natural Gas Tariff, Hearing on

the Merits before the Tennessee Regulatory Authority, Transcript of Proceedings, February 10, 1998, Volume 2B, at

page 177.
® R. Terry Buckner Pre-Filed Direct Testimony, at page 12.
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~ year data as previously described*® AVI proposed instead to use the 1996 actual Uncollectible

Expense of $199,019 in its forecast.

The Directors’concluded that it would not be appropriate to recognize an eight (8) ménth
period in the development of any éﬁnual average as the Advocate has done. Rather, the Directors
unanimously adopted the use of a seven (7) year average of the net write-offs from 1990 to 1996 as
the proper forecast of Uncollectible Expense. This produces $138,006 in‘ forecasted Uncollectible
Expense. The Directors concluded that this methodology recognizes that the aged delinquent

accounts should be properly recognized as a recurring event over a longer period of time. This

adoption also changes the Uncollectible Expense component of the Revenue Conversion Factor to

0.005368 %

V(b)9. SALES PROMOTION EXPENSE

Sales Promotion Expense relates to costs incurred, excluding labor, to promote or retain the
use of ‘utility‘services by present or prospective customers. Some examples of items that would be
classified as Sales Promotion Expense would include demonstrating expenses, selling expenses, and
advertising expenses. \"

Thé Company forecasted Sales Promotion Expense of $455,531. The Company’s forecast -
was made by taking the test period balance of Sales Promotion Expense in the amount of
$367,929° 2 and then eliminating labor expenses. The balance was then increased by the Compémy’s
compound inflation and customer growth factor. This forecast was adopted by AVI in their

calculation bf NOL

0 Michael Gorman Pre-Filed Direct Testimony, at page 21.

3 Uncollectible Expense of $138,006 / Test Year Residential and Commercial Revenues of $25,707,838 =
0.005368.
32 Company Workpapers O&M-6 and O&M-7.
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The Advocate recommended a fqrecast based on a sténdard criterion of .5 percent"of
revenues. Furfher, the AdVocate stated that the Tennessee Public Service Commission found the .5
percent factor to be cbnsisient with the rule on sales pifomotional expense, and referred to this
factor as a policy. The Directors stated emphatically that neither the Authority nor the Tennessee
Public Sérvice Commission ever adopted a policy of .5 percent for the expense of promotions. The
Directors found that in the 1984 Application éf Nashville Gas Company, a Division of Piedmont
Natural Gas Company, Inc., for an Adjustment of its Rates and Charges, a .5 percent factor was
applied to nonpayroll cost only. The .5 percent factor.was. unique to that case.. The Directors
clearly and unequivocally stated that there is no policy for this .5 percent factor as the Advocate

asserted. Further, the Court of Appeals dispels the Advocate's argument on this issue.* ,Applying

s The Court of Appeals held:

, This is an issue on which the briefs of the principal parties secem to be speaking
different languages. The following explanation is the best we can glean from the record. In 1984 the
Public Service Commission adopted a rule that disallowed as a recoverable expense by a wutility any
"promotional or political advertising." The prohibition covered advertising for the purpose of
encouraging any person to select or usc gas service or additional gas service. It did not cover (among
other things) advertising informing customers how to conserve energy or to reduce peak demand for
gas, or advertising promoting the use of energy efficient appliances. Sec former Rule 1220-4-5-45,
Tenn. Regis.

In a 1985 proceeding involving a rate increase application by NGC, the Commission deviated
from the rule-and allowed advertising expenses up to .5 percent-of revenues. In March of 1996.the
Commission repealed 1220A-5-.45 and proposed a new rule that would allow a utility to recover "all
prudently incurred expenditures for advertising." Apparently the rule had not made it completely
through the adoption procedure when the TRA heard this case below. Nevertheless, based on proof of
$1,486,000 in external advertising expenses, $800,000 in marketing personnel payroll and $300,000
in miscellancous sales expenses, the TRA allowed the recovery of all but approximately half of the
external advertising expenses. The CAD urged disallowance of all the related expenses except
approximately $647,000 and NGC claims that the TRA erred in reducing the external operating
expenses because there was no proof that they were imprudently incurred.

We think the TRA was justified in its conclusion on this issue. Based on the testimony in the
record that the advertising expenses were incurred to meet competition, to add new customers on
existing mains, and to get existing customers to use more gas, the TRA concluded that the rate payers
benefited from at least part of the external advertising,

Consumer Advocate Division v. Tennessee Regulatory Authority, No. 01-A-01-9708-BC-0093 1,op.at8,9
(Tenn. Ct. App., July 1, 1998).
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the 9.31 percent growth factor discussed previdusiy to the ’t'est period balance produces a forecasi
of $430,670. The Directdrs,' thefefore, unanimously concluded that $430,670 was an appropdafe
forecast for promotion expense, and adopted the sales promotion expense forecast of the Company.

V(b)10. ADMINISTRATIVE AND GENERAL EXPENSE

Administrative & General Expense (“A&G”) relaies to costs incurred, excluding payroll, in
operating the utility that are not kdirectly chargeable to a particular function. Some examples vof
items that would be classiﬁed as A&G Expense would include audit and pension expense. The
Company calculated $2,448,665 for A&G Expense while the Advocate oﬁly included $2,115,562 in
their forecast. AVI accepted thé Company’s forecast in their calculation of NQI. The table below

highlights the differences between the Parties for A&G Expense.

DETAIL OF A&G EXPENSE
Company Consumer
and AVI Advocate™ Authority
Growth Factor ‘ $1,000,969 $928,506 $787,373
Rate Case Expense ‘ 168,144 64,334 119,221
Other Items | 1,279,552 1,122,722 1,279,552
Total ‘ $2,448,665 $2,115,562 $2,186,146

Applying the growth factor of 9.31 percent® to the September 30, 1996,. adjusted test

period balance of $720,312 produces an attrition amount of $787,373. The Directors, therefore,

unanimbusly adopted $787,373 as the appropriate level of A&G Expense relating to customer

growth and itlﬂation.

4 The Advocate’s A&G Expenses related to growth based on the test period is the amount increased by the
Advocate’s growth factor. However, the difference in the calculation was not able to be reconciled with the
Advocate’s case.

» See Section V(b)Se.
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The Company used their growth factor to determine the attrition year level of Rate Case
Expense. The Company took the test period expense of $145,428 and increased it by 15.62

percent’® to arrive at an attrition-year-rate-case expense of $168,144. The Advocate estimated the

~ cost to complete the current case to be $144,500. 7 The Advocate took this estimated cost and

amortized it over three years to give an annual amortization of $48,167. The Advocate then added
one year of additional amdrtiiation or $16, 167 from the Company’s 1995 rate case to obtain their
total Rate Case Expense of $64,334.

The Directors found that these Rate Case Expense calculations should have been related to
the Deferred Rate Case Expense. The Directors concluded that the estimated cost of this case
should be added to the test period Deferred Rate Case Expense with the total élnortized over a new
three year period. This calculation produced Rate Case Expense of $119,221. The Directors,
therefore, adopted $119,221 as the proper level of A&G Expense relating to Rate Case Expense.

Finally, the Advocate reduced the Company’s forecast of the remaining items of A&G
Expense from $1,279,552 to $1,122,722. However, the Directors found that fhe Advocate failed

to document its reasoning for this reduction in its testimony or through cross-examination at the

. Hearing. Therefore, the Directors unanimously adopted $1,279,552 as the appropriate level of

A&G Expense relating to “other items” of A&G Expense.
The total for all‘three components of A&G Expense equals $2,186,146. Therefore, the

Directors unanimously approved this amount as the proper level of A&G Expense.

: Gerald A. Hinesley Pre-Filed Direct Testimony, at page 4, and Company Workpaper O&M-1.
. R. Terry Buckner Pre-Filed Direct Testimony, at page 14.
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V(b)11l. CORPORATE ALLOCATIONS

During the 1996 fiscal year, corporate shared services were allocated based on a percentage ‘
of approximately 3.8 percent™ of AGL’s customers in Tennessee and Georgia. Beginning in
October 1996, the Company changed its allocation methodology. The new overhead allocation
méthodology uses numerous allocation percentages, depending on the type of service rendered.
Allocations can be based on the number of full-time employees, number of users, hours used,
ixumber of customers or any combination of these drivers. The allocation percentages are updated
monthly using a computer allocation model.

James Kissel, a Senior Manager with Deloitte & Touche Consulting Group testifying for
Chattanobga Gas, stated that the purpose of his testimony was to “demonstraté that the
methodology is rational, fair and equitable.”* He also stated that his testimony “addresses only the
approach to allocating costs and not the actual cost levels of the various business functions.” *° In
his Pre-filed testimony, he goes into great detail describing the various services that are allocated
and the rationale for selecting the appropriate dn'vers‘ to allocate these services. Using a “typical
year,” he stated that Chattanooga Gas would receive a composite allocation of 3.7 percent. #* This
was reiterated where he stated that, “. . . the new methodology allocates 3.7 percent of the central .
service costs to Chattanooga Gas Company.’; “ He detailed, as did Mr. Thompson, President of
Chattanooga Gas Company, ** that there was an increase in cost allocation to Chattanooga Gas due

to the inclusion of costs not formerly allocated to Chattanooga Gas. ** Mr. Kissell’s estimate of the

3sg
39
40
41
42
43

James E. Kissel, Pre-Filed Direct Testimony, at page 15.
Id., at page 2. ‘
‘James E. Kissell Pre-Filed Direct Testimony, at page 2.
Id, at page 11. ‘ ~
Id, at page 13.
Harrison F. Thompson Pre-Filed Direct Testimony,at page 5
James E. Kissell Pre-Filed Direct Testimony, at pages 11-13.
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increase to Chattanooga Gas, when costs were fully allocated, was approximately $2.3 million. 4

Mr. Kissell also responded that allocating costs on a single driver, such as customers, does not

accurately reflect the amount of resources consumed by the individual business organization. “6

The Advocate argued that there were several problems with accepting the Company’s new

| methodology for allocating common costs. First, because the methodology is excessively complex,

it would be_ extremely difﬁcult for a regulator to verify that costs are being accurately allocated to
Tennessee. Secondly, because there are multifactors involved, the potenﬁal exists for AGL to
manipulate costs between jurisdictions, thereby recovering over or under 100 percent of ité,
common costs. A company’s “external auditors rarely, if ever, certify the accuracy of charges
between jurisdictions, but usually examine only the Company’s operations in total.” *’ Instead, the
Advocate recommends that AGL allocate its common costs using a single allocation component
based upon the number of customers in Georgia and Tennessee. ** The Advocate also argued that
this methodology would not only leave a cleaner audit trail, but also allow regulators to verify the
accuracy of the charges allocated to Tennessee and Georgia customers.

In addition to disagreeing with the Company’s allocation methodology, the Advocate also
disagreed with the Company’s allocated expenses of $5.227 million. The Company annualized their -
fiscal year-to-date base costs. These annualized costs wefethen allocated to Chaﬁanooga Gas
using the new allocation model. |

The Advocate also annualized the base costs to be allocated, and tﬁen used a single
allocation percentage of 3.73 percent based on the number of Tennessee customers. The Advocate

argued that the Company claimed that the new methodology allocates 3.7 percent of the central

- James E. Kissell Pre-Filed Direct Testimony , at page 11.
46 Id., at page 15.

a R. Terry Buckner Pre-Filed Direct Testimony, at page 8.
@ 1d., at page 5.
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service costs, while the actual composite perceatage allocated to Chattanooga Gas in the

Company’s case is 5.13 percent. These different approachés account for $1.249 million of the
difference between the Advocate and the Company s case for this item. The Advocate next
indicated that the dlﬁ‘erence in the rate of return on allocated net assets accounts for an additional
$0.155 million. Finally, the Advocate argued an additional difference of $0.093 million occurred
because the Company did not allocate any of its corporate office costs to non—utﬂity operations. As

a result of its analysis, the Advocate recommended an inclusion of $3.730 million in Corporate

‘Allocated Expenses. -

AVI stated that the Company did not provide support for the allocation factors used to

forecast its estimated shared service allocation to Chattanooga Gas.® AVI also argued that this

- item represents the largest single adjustment to the test year cost of service, and that the Company

should be compelléd to provide support to show the complete derivation of all elements used to
establish this reallocation. Absent a clear demonstration of support for the Company’s calculations,
AVI asked that the reallocation be rejected. *°

While Company witness James Kissel testified that the néw methodology is the “most fair,
equitable and rational approach,” 5! his colleague at Deloitte & Touche, Gregory E. Aliff, co- -
author of ACCOUNTING FOR PUBLIC UTILITIES, stated that:

For a utility, the basic goals of i intercompany cost allocation methodologies are to:

(1) prevent or limit, to the extent possible, any cross-subsxdxzanon of one activity or

entity by another; and

(2)  minimize the time and expense necessary to reflect and audit the transactions,

The second goal of a cost allocation system is to minimize the time and expense
necessary to record and audit transactions. This goal is important because the system for

“ Michael Gorman Pre-Filed Direct Testimony, at page 22.
Id., at page 22.
James E. Kissell Pre-Filed Direct Testimony, at page 15.
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allocating shared costs must be understandable and workable. The personnel responsible
for the accounting and reporting of the costs must be able to apply the system properly if it
is to produce the desired results. In addition, an overly detailed or complex system could
increase business costs and diminish any cost benefits of the shared activities. Thus, it is
possible for the system to impact the economics of the business transaction.

The time and expense necessary to audit the transactions is also an important
consideration.  Similar to accounting and reporting for these transactions, auditing
intercompany transactions should not impose an extreme cost burden or be so time
consuming as to prevent effective system testing. These requirements would most likely
result in resistance to or nonacceptance of the system by regulators and others.” >

The Directors’ review of the record in this matter compelled them to concur with the

Advocate in concluding that the complexity of the allocation methodology implemented by
Chattanooga Gas makes it difficult to accept. The Directors made no judgments regarding the
accuracy of AGL's allocation methodology, but did conclude that regulation requires a more audit-
friendly environment. The Directors found further that the burden for determining fairness, equity,
and accuracy of costs imposed on Tennessee ratepayers should not shift to the Authority either by
design or by chance. While the Directors stated that they fully endorse systems that more
accurately ascribe costs to cost causes, they determined that an allocation system must minimize the
time and expense necessary to reflect and audit transactions. Therefore, the Directors unanimously
concluded that the use of a single allocation formula based on customers in Tennessee and Georgia
is the most appropriate method of allocation of common cost at the present time. Additionally, the
Directors found that the Advocate correctly asserted that the Company did not allocate any of its
corporate office costs to nonutility operations. Therefore, the Directors unanimously adopted the

Advocate's forecast of $3.730 million in Corporate Allocated Expenses. Additionally, the Directors

‘unanimously adopted the Advocate's recommendation for a single allocation factor, based on

2 R.L. HAHNE AND G.E. ALIFF, ACCOUNTING FOR PUBLIC UTILITIES, Matthew Bender, Accounting Series,
§19.02, page 19-4, 19-5.
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V(b). NET OPERATING INCOME

Net Operating Income (“NOI”) represents the earnings of the Company under ptesent’ rates
that are available after all issues of the cost of providing utility service have been considered. .

V(b)1. BASE RATE REVENUES

Base Rate Revenues represent the gross margin, gas revenues less gas cost, of the Company
at present rates. The Company forecasted their Base Rate Revenues under present rates to be _
$31,206,762.k In their forecast, the Company included the sales volumes for certain Industrial
Customers at contract rates that were proposed in other dockets, but were subsequently denied.
Volumes to these customers should now be priced at the existing Industrial tariff rate. According to
the Advocate, making this special contract change will add $606,518 to the Company's base rate
forecast, while AVI projects a $635,458 adjustment. The Company did not dispute either of these
adjustments in its rebuttal testimony. |

As there was no dispute that the adjustments should be made, and because the amounts
proposed are close, the Directors unanimously determined that an average of the two adjustments,
or $620,988 be adopted. Further, the Directors unanimously approved adding the $620,988
adjustment to the Company‘s original forecast of $31,206,’752 that resulted in a forecast of
$31,827,750 for}Base Rate Revenues.

V(b)2. OTHER REVENUES

Other Revenues represent revenues that the Company indirectly collects which are not

necessarily involved in providing gas service. For example, discounts that are forfeited by the

- customers who do not promptly pay their bills are included in Other Revenues. The Company

included $929,361 in their forecast of Other Revenues. AVI accepted the Company’s forecast for
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this item. The Advocate made two adjustments to the Company’s forecast. The Advocate first

added $13,862% for returned check charges. According to the Advocate, the Company omitted
these éhargés from their forecast. There was no controversy with the Company regarding this
issue.

The Advocate’s second adjustment: to the Company’s forecast decreased forfeited discount
revenue by $59,657. ' The Advocate’s calculation was based upon a five-year average ratio of

forfeited discount revenue to total revenue. Again, there was no dispute on this adjustment with

‘the Company or AVI for this item.

Due to the lack of objections on the feéord to the adjustment‘s, the Directors unanimously
adopted the Advocate’s position and included the Advocate’s $883,749 amount in Other Revenues.
In addition, the Directors ;ﬂso unanimously approved the Advocate’s five-year average forfeited
discount ratio of 0.006837> for the Revenue Conversion Factor.

V(b)3. ALLOWANCE FOR FUNDS USED DURING CONSTRUCTION

_ Allowance for Funds Used During Construction is not a revenue item, but represents a
reduction, or capitalization, of interest expense and equity costs that the Company incurs on
projects taking more than thirty (30) days to complete. All of the Parties accepted the Company’s
forecast of $32,373 for this item. The Directdrs unanimously concluded, therefore, that the

Company’s forecast was reasonable and adopted a forecast of $32,373 for this item.

2] Daniel W. McCormac Pre-Filed Direct Testimony, at page S.
Id y
2 Advocate Pre-Filed Exhibit, Schedule 14.
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V(b)4. SALARIES AND WAGES

Salaries and \Wages represent the direct labor and benéﬁt expenses of the Company’s
employees in Chattanooga. The Company’s calculation was $3,136, 136 for Salary and Wage
Expense. AVI accepted the Company s forecast for Salary and Wages. The Advocate forecasted
$3,084,307 in Salary and-Wage Expense, which was $51,829 less than the Company’s forecast.
There is no mention in the Advocate’s testimony of the cause for this’ difference. Because the
record fails to reflect explanations for the difference in the Advooate’s calculations, the Directors
unanimously accepted the Company’s forecast of $3,136, 136 for Salary and Wage Expense. |

V(b)5. DISTRIBUTION EXPENSE

Distribution Expeose relates to costs incurred in operating and maintaining the Company’s
gas distribution system. Some examples of items thar would be classified as Distribution Expense
would include expenses relating to dispatching, meteting, and maintenance ’of the Company’s mains
and service lines. Because these types of expenses cannot be easily priced individually, the Parties
agree that they must rely on a growth factor to forecast distribution expenses.

The growth factor contains an inflation component and a customer growth component that
produces a measure of the expected annual growth. The annual growth factor is then compounded
for the number of months to the end of the attrition period to produce a total growth factor. The
test period level of expenses is then multiplied by the total growth factor to give the attrition period
forecast expense. | |

- V(b)Sa. CUSTOMER GROW’I‘H RATE

The Company computed a compound customer growth rate of 8.95 for twenty-four (24)

months that produces a 4.38 percent annual growth. The Company's computation is shghﬂy below

the Advocate's proffered annual customer growth rate of 4.65 percent. The record reflects that the
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Advocate made no édjustment to the Company's rev‘eﬁue calculatioi) for customer growth. Since
the record appeared to reflect that the Advocate accepted the Company's customer growth
calculation for revenues, the Directors unanimously found that it was consistent to accept the
Company’s customer growth c&lculation for expenses. Therefdre, on this ,sub-itenl, the Directors
unanimously adopted the Company's annual customér growth calculation of 4.38 percent.

V(b)Sb. CUSTOMER GROWTH ADJUSTMENT |

The Advocate argued that 50 pefcent of the annual customer rate should be considered
based on this Authority's historical practice of adjusting customer growth by 50 percent in natural
gas company rate cases. The Company objected to this adjustment in their rebuttal testimony. The
Directors determined that, historically, not all expenses increased over time due to customer
growth. While some expenses such as vehicle maintenance expenses increase proportionately with
customer growth, others such as office maintenance expenses have no correlation with customer
growth. Therefore, on this sﬁb—iten}, the Directors unanimously adopted the 50 percent adjustment
proposed by the Advocate. |

V(b)Sc. COMPOUND INFLATION RATE

The Company computed a compound inflation rate of 6.67 percent for twehty-foqr 249
months as measured by the Consumer Price Index. Thié computation produced a 3.15 percent
annual inflation rate. The Advocate used 2.19 percent as its annual inflation rate as measured by
the gross domestic productv (“GDP”) deflator. At the Hearing, the Company witness stated that
either index could be used as a measure of inflation. This Authority has recognized that the GDP

index is a more appropriate measure for use in rate cases. Therefore, the Directors unanimously
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adopted an annual GDP factor of 2.36 percent based on the blue—chip"indicator's publication as

- stated on page 13 of Mr. Buckner's testimony from the Advocate's Office. 2

V(b)5d. COMPOUND GROWTH FACTOR

Considering all of the sub-items included in distribution expense, a compound growth factor

0f9.31 percent is pi'oduced as shown below.

- GROWTH FACTOR CALCULATIONS

; Consumer
: o « Company*®  Advocate™®  Authority®

1. Annual Customer Growth Rate , 438% 4.65% - 4.38%
2. Percentage Allowed , 100% 50%  50%
3. Net Annual Customer Growth Rate 4.38% 2.33% 2.19%
4. Annual Inflation Rate 3.15% 2.19% 2.36%

. 8. Total Annual Growth Factor : 7.53% . 4.52% 4.55%
6. Months to Compound , 24 19 24
7. Total Compound Growth Factor 15.62% 7.25% 9.31%

The Directors adopted 9.31 percent as the proper factor to grow expenses in this matter
that are not specifically priced out. By applying the 9.31 percent growth factor to the Company‘s
September 30, 1996, adjusted test period distribution expenses of $848,394, the growth factor
produces an attrition period balance 6f $927,379. The Directors found, thérefore, thét $927,37_9 

was a proper level of distribution expense.

B R. Terry Buckner Pre-Filed Direct Testimony at page 13.
_j: Gerald A. Hinesley Pre-Filed Direct, at page 4.

. The Advocate’s total compound growth factor is 7.25 percent according to R. Terry Buckner Pre-Filed
Direct Testimony, at page 13. His testimony describes this growth factor as compounded for a 19 month period (May

;361, 1997 through September 30, 1998), it is, however, a 16 month pgaﬁod.
The annual customer growth rate of 4.38 percent is the rate used by the Company.
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V(b)6. STORAGE EXPENSE

Storage Expense relates to costs, other than labor and gas, incurred in operating and
maintaining the Company’s gés storage assets. The Company owns a liquefied natural gas (LNG)
facility that is included in the Rate Base calculation under Plant in Service. The LNG facility cools
natural gas to a very low temperature until it is converted into a liquid state. The liquefied gas is
then stored until needed, at which time it is heated and vaporized back into a gaseous state. This
process makes it eﬁicieﬁt to store large quantities of natural gas in a relativély small containment
area. The cost of operating and maintaining the LNG facility is accounted for as Storage Expeﬁse.

Chattanooga Gas and the Advocate forecasted Storage Expenses of $987,610 and

- $813,689, respectively AVI accepted the Company’s forecast for Storage Expense in their

calculation of NOL The Directors concluded that the difference between the Company and
Advocate’s calculation 6f Storage Expense resulted from the use of their different growth factors.
After reducing the Company’s test year Storage Expense for $34,00027‘in certain non-recurring
itemé, the Directors unanimously concluded that applying the adopted growth factor of 9.31
percent to the Sgptember 30, 1996, adjusted test period balance of $820,191, produced an attrition
amount of $896,551. The Directbi's, therefore, approved $896,551 as the proper level of Storage
Expense. | T
| V(7. CUSTOMER ACCOUNTS EXPENSE

Customer Accounts ’Expense relates to costs incurred, excluding labor, in billing and

collecting amounts owed by Company customers. Some examples of items that would be classified

as Customer Accounts Expense would include meter reading, cashiers, and collection expenses.

27

See Authority clarification request #78 with response filed by Chattanooga Gas and copies to all Parties
filed August 13, 1997. This Adjustment was not taken into account by either the Company or the Advocate.

N . . “.
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The Directors unahimously concluded that applying the adopted growth factor of 9.31
percent to the September 30, 1996, adjusted test period balance of $88,951 ‘produced an attrition
period balance in this category of $97,232. The Directors, therefore, unanimously approved a
balance of $97,232 as the appropriate forecast for Customer Accounts Expense.

V(b)8. UNCOLLECTIBLE EXPENSE

Uncollectible expénses recognize the Company’s annual provision for amounts due from
customers that will not be collected. On October 1, 1996, the Compény changed the methodology
by which it recognizes uncollectible expenses to one that estimated the expense based on actual net
write-offs in the uncollectible accoﬁnt. Th‘e Company’s new methodology would not have been
recognized in this rate proceeding because the test period ended September 30, 1996. Therefore,
the Company chose to update their test period to the twelve (12) months that ended February 28,
1997, for Uncollectible Expense, and use the September 30, 1996, test period for all dther items. 2
By updating the test period to February 28, 1997, the Company recognized $385,019 in their
forecast for Uncollectible Expense.

Both AVI and the Advocate disagreed with the Company’s methodology. The Advocate
argued that the Comi)any’s calculation was more than double the ‘historical é_mounﬁs 'er, the
previous six (6) fiscal years. ” The ‘Advocate also argued that the Comﬁany dld not present any
evidence that shows that the expense will continue at thxs 4rate. The Advocate chose t;) iﬁclude ohly
$165,968 in its forecast as Uncollectible Expense. This amount represents the average of the
Company’s actual net write-offs for the last seven (7) years and eight (8) months. AVI also

opposed the Company’s proposed forecast of Uncollectible Expense because it is not based on test

* In re: Petition of Chdttanooga Gas Company to Place Into Effect a Revised Natural Gas Tariff, Hearing on

the Merits before the Tennessee Regulatory Authority, Transcript of Proceedings, February 10, 1998, Volume 2B, at
page 177. o
R Terry Buckner Pre-Filed Direct Testimony, at page 12.
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year data as previously described® AVI proposed mstead to use thé 1996 actual Uncollectible
.Expen'se of $199,019 in its forecast. |

The Directors concluded that it would not be apprdpdate to recognize an eight (8) month
period in the development of any annual average as the Advocate haé done. Rather, the Directors
unanimously adopted the use of a seven (7) year average of the net write-oﬁ‘s frdm 1990 to 1996 as
the proper forecast of Uncoliectible’Expe,nse. This produces $138,006 in forecasted Uncollectible

Expense. The Directors concluded that this methodology recognizes that the aged delinquent

accounts should be properly recognized as a recurring event over a-Alohger period of time.. This

adoption also changes the Uncollectible Expénse component of the Revenue Conversion Factor to
0.0053683"

V(b)9. SALES PROMOTION EXPENSE

Sales Promotion Expense relates to costs incurred, excluding labor, to promote or retain the
use of utility services by present or prospective customers. Some examples of items that would be
classified as Sales Promotion Expense vs;ould' include demonstrating expenses, selling expenses, and
advertising expenses. k

| The Company forecasted Sales Promotioﬁ Expense of $455,531. The C\bmpany’ks forecast

was made by taking the test period balance of Sales Promotion Expense in the amount of |
$367,929% and then eliminating labor expenses. The balance was then increased by the Company’s
compc;und inflation and customer growth factpr. This forecast was adopted by AVI in their

calculation of NOI.

o Michael Gorman Pre-Filed Direct Testimony, at page 21.

Uncollectible Expense of $138,006 / Test Year Residential and Commercial Revenues of $25,707,838 =
0.005368. ‘
32 Company Workpapers O&M-6 and O&M-7. S
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The Advocate recommended a forecast bésed on a standard criterion of .5 percent of
revenues. Further, the Advocate stated that the Tennessee Public Service Commission found the .5
percent factor to be consistent witlr the rule on sales promotional expense, and referred ‘tr) this
factor as a policy. The Directors stated emphatically that neither the Authority nor the Tennessee
Public Service Commission ever adopted a policy of .5 percent for the expense of promotions. The
Directors found that in the 1984 Application of Nashville Gas Company, a Diviéion of Piedmont
Natural Gas Company, Inc., for an Adjustment of its Rates and Charges, a .5 percent factor was
applied to nonpayroll cost only. The .5 percent factor was. unique to that case. The Directors
clearly and unequivocally stated that there is no policy for this .5 percent factor as the Advocare

asserted. Further, the Court of Appeals dispels the Advocate's argument on this issue.” Applying

B The Court of Appeals held:

This is an issue on which the briefs of the principal parties scem to be speaking
different languages. The following explanation is the best we can glean from the record. In 1984 the
Public Service Commission adopted a rule that disallowed as a recoverable expense by a utility any

“promotional or political advertising." The prohibition covered advertising for the purpose of
encouraging any person to select or use gas service or additional gas service. It did not cover (among
other things) advertising informing customers how to conserve energy or to reduce peak demand for
gas, or advertising promoting the use of energy efficient appliances. See former Rule 1220-4-5-.45,
Tenn. Regis.

In a 1985 proceeding involving a rate increase application by NGC, the Commission deviated
from the rule-and allowed advertising expenses up to .5 percent-of revenues. In March of 1996.the
Commission repealed 1220A-5-.45 and proposed a new rule that would allow a utility to recover "all
prudently incurred expenditures for advertising." Apparently the rule had not made it completely
through the adoption procedure when the TRA heard this case below. Nevertheless, based on proof of
$1,486,000 in external advertising expenses, $800,000 in marketing personnel payroll and $300,000
in miscellaneous sales expenses, the TRA allowed the recovery of all but approximately half of the
external advertising expenses. The CAD urged disallowance of all the related expenses except
approximately $647,000 and NGC claims that the TRA erred in reducing the external operating
expenses because there was no proof that they were imprudently incurred.

We think the TRA was justified in its conclusion on this issue. Based on the tesllmony in the
record that the advertising expenses were incurred to meet competition, to add new customers on
existing mains, and to get existing customers to use more gas, the TRA concluded that the rate payers
benefited from at least part of the external advertising.

Consumer Advocate Division v. Tennessee Reg;latory Authority, No. 01—A—01-9708-BC—00931 op.at8,9
(Tenn Ct. App July 1, 1998).
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the 9.31 percent growth factor discussed previously to the test period balance produces a forecast

of $430,670. The Directors, therefore, unanimously concluded that $430,670 was an appropriate
forecast for promotion expense, and adopted the sales promotion expense forecast of the Company.
V(b)10 ADMINISTRATIVE AND GENERAL EXPENSE
Administrative & General Expense (“A&G”) relates to costs 1ncurred excluding payroll, in
oporating the utility that are not directly chargeable to a particular function. Some examples of
items that would be classified as A&G Expense would include audit and pension expense. The

Company calculated $2,448,665 for A&G Expense while the Advocate only included $2,1 15,562 in

their forecast. AVI accepted the Company’s forecast in their calculation of NOI. The table below

highlights the differences between the Parties for A&G Expense.

DETAIL OF A&G EXPENSE
Company = Consumer
and AVI  Advocate™ Authority
Growth Factor  $1,000,969 $928,506 $787,373
Rate Case Expense _ 168,144 64,334 119,221
Other Items _ 1,279,552 1,122,722 1,279,552
Total $2,448,665 $2,115,562 - $2,186,146

Applying the growth factor of 9.31 percent’ to the September 30, 1996,. adjusted test

period balance of $720,312 produces an attrition amount of $787,373. The Directors, therefore,

unanimously adopted $787,373 as the appropriate level of A&G Expense relating to customer

growth and inflation.

M The Advocate’s A&G Expenses related to growth based on the test period is the amount increased by the

Advocate’s growth factor. However, the difference in the calculation was not able to be reconciled with the
Advocate’s case. '
3 See Section V(b)Se.
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The Company used their grthh factor to determine the attrition year level of Rate Case

:Expense. The Company took the test period expense of $145,428 and increased it by 15.62

percent®® to arrive at an attrition-year-rate-case expense of $168,144. The Advocate estimated the
cost to complete the current case to be $144,500.*" The Advocate took this estimated cost and
amortized it éver three years to give an annual amortization of $48,167. The ‘Advocate then added
one year of additional amortization or $16,167 from the Company’s 1995 rate case to obtain their
total Rate Case Expense of $64,334.

The Directors found’ that these Rate Case Expense célculations_ should have béen related to
the Deferred Rate Case Expense. The Directors concluded that the estimated cést of this case
should be added to the test period Deferred Rate Case Expense with the total amortized over a new
three year period. This calculation produced Rate Case Expense of $119,221. The Directors,
therefofe, adopted $119,221 as the proper level of A&G Expense relating to Rate Case Expense.

Finally, the Advocate reduced the Company’s forecast of the remaining' items of A&G
Expense from $1,279,552 to $1,122,722. However, the Directors found that the Advogate failed
to document its reasoning for this reduction in its festhnoéy or through cross-examination at the
Hearing. Therefore, the Directors unanimously adopted $1,279,552 as the appropriate level of
A&G Expense relating to “other items” of A&G Expense.

| The total for all‘ three components of A&G Expense equals $2,186,146. Therefore, the

Directors unanimously approved this amount as the proper level of A&G Expense.

—~
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Gerald A. Hinesley Pre-Filed Direct Testlmony, at page 4, and Company Workpaper O&M-1.
R. Terxy Buckner Pre-Filed Direct Testlmony, at page 14
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'V(b)11. CORPORATE ALLOCATIONS

During the 1996 fiscal year, corporate shared services were allocated based on a percentage

of approximately 3.8 perbent38 of AGL’s customers in Tennessee and Georgia. Beginning in
October 1996, the Company changed its allocation methodology. The new overhead allocation
methodology uses numerous allocation percentages, depending on the type of .servicerendered.
Allocations can be based on the number of full-time employees, number of users, hours used,
nﬁmber of customers or any combination of these drivers. The allocation percentages are updated
moﬂthly using a computer allocation model. |

James Kissel, a Senior Manager with Deloitte & Touche Consulting Group testifying for
Chattanooga Gas, stated that the purpose of his testimony was to “demonstrate that the
methodology is rational, fair and equitable.” ?9 He also stated that his testimony “addresses only the
approach to allocating costs and not the actual cost levels of the various business functions.” © In
his Pre-filed testimony, he goes into great detail describing the various services that are allocated
and the rationale for selecting the appropriate drivers to allocate these services. Using a “typical
year,” he stated that Chattanooga Gas would receive a composite allocation of 3.7 percent. 1 This
was reiterated where he stated that, “. . . the new methodology allocates 3.7 percent of the central
service costs to Chattanooga Gas Company.”  He detailed, as did Mr. .Thompson, President of
Chattanooga Gas Company, ** that there was an increase in cost allocaﬁon to Chattanooga Gas due

to the inclusion of costs not formerly allocated to Chattanooga Gas.** Mr. Kissell’s estimate of the

James E. Kissel, Pre-Filed Direct Testimony, at page 15.

Id., at page 2.

James E. Kissell Pre-Filed Direct Tesumony, at page 2.

Id, at page 11.

Id, at page 13.

Harrison F. Thompson Pre-Filed Dlrect Testxmony,at page 5
James E. Kissell Pre-Filed Direct Testimony, at pages 11-13.
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increase to Chattariooga Gas, when costs were fully allocated, was approximately’$2.3 milﬁon. ]
Mr. Kissell also respdnded that allocating costs on a single driver, such as customers, does not
accurately reflect the amount of resources consumed by the individual business organization. 4

The Advocate argued that there were several problems with accepting the Company’s néw
methodology for allocating common costs. First, because the methodology is excessivély complex,
it would be extremely difficult for a regulator to verify that costs are being accurately allocated to
Tennessee. Secondly, because there are multifactors involved, the potential ekists for AGL to
manipulate coéts between jurisdictions, thereby recovering over or under 100 percent of its
‘common costs. A company’s “external auditors rarely, if ever, certify the accuracy of charges
between jurisdictions, but usually examine only the Company’s operations in total.” 4" Instead, the
Advoéate recommends that AGL allocate its common costs using a single allocation component
based upon the number of customers in Georgia and Tennessee.,“ The Advocate also argued that
this methodology would not only leave a cleaner audit trail, but also allow regulators to verify the
accuracy of the charges allocated to kTennesseé and Georgia customers.

In addition to disagreeing with the Company’s allocation methodology, the Advocate also
disagreed with the Company’s allocated e#peﬁses of $5.227 million. The Company annualized their
fiscal year-to-date base costs. These annualized costs were then allocated to Chattanooga Gas
using the new allocation model. |

The Advocate also annualized the base costs to be allocated, and then used a single
allocation percentage of 3.73 percent based on the number of Tennessee customers. The Advocate

argued that the Company claimed that the new methodology allocates 3.7 percent of the central

s James E. Kissell Pre-Filed Direct Teétimoﬁy , at page 11.

Id., at page 15. :
M R. Terry Buckner Pre-Filed Direct Testimony, at page 8.
“° Id., at page 5.
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service costé, while the actual composite perce.tage allocated to Chattanooga Gas in the
Company’s case is 5.13 percent. These different approaches account for $1.249 million of the
difference between the Advocate and the Company’s case for this item. The Advocate next

indicated that the difference in the rate of return on allocated net assets accounts for an additional

'$0.155 million. Finally, the Advocate argued an additional difference of $0.093 million occurred

becaﬁse the Company did not allocate any of its corporate office costs to nén—utility operations. As
a result of its analy’sié, the Advocate recommended an inclusion of $3.730 million in Corporate
Allocated Expenses.

AVI stated that the Company did not provide support for the allocation factors used io
forecast its estimated shared service allocation to Chattanooga Gas.* AVI also argued that thié
item represents the largest single adjustment to the test year cost of service, and that the Company
should be compelléd to provide support to show the complete derivation of all elements used to
est;ablish this reallocation. Absent a clear demonstration of support for the Company’s calculations,
AV asked that the reallocation be rejected. 50 .

While Company witness James Kissel testified that the new methodology is the “most fair,
equitable and rational approach,” 31 his colleague at Deloitte & Touche, Gregory E. Ahﬁ', co-
author of ACCOUNTING FOR PUBLIC UTILITIES, stated that:

For a utility, the basic goals of intercompany cost allocation methodologies are to:

(1)  prevent or limit, to the extent possible, any cross-subsidization of one activity or

entity by another; and ' '

(2)  minimize the time and expense necessary to reflect and audit the transactions.

The second goal of a cost allocation system is to minimize the time and expense
‘necessary to record and audit transactions. This goal is important because the system for

" Michael Gorman Pre-Filed Direct Testimony, at page 22.
Id., at page 22. ,
James E. Kissell Pre-Filed Direct Testimony, at page 15.
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allocating shared costs must be understandable and workable. The personnel responsible
for the accounting and reporting of the costs must be able to apply the system properly if it
is to produce the desired results. In addition, an overly detailed or complex system could
increase business costs and diminish any cost benefits of the shared activities. Thus, it is
possible for the system to impact the economics of the business transaction.

The time and expense necessary to audit the transactions is also an important
consideration. ~ Similar to accounting and reporting for these transactions, auditing
intercompany transactions should not impose an extreme cost burden or be so time
consuming as to prevent effective system testing. These requirements would most likely
result in resistance to or nonacceptance of the system by regulators and others.” **

The Directors’ review of the record in this matter compelled them to concur with the
Advocate in concluding that the complexity of the allocation methodology bimplemented by
Chattanooga Gas makes it difficult to accept. The Directors made no judgments regarding the
accuracy of AGL's allocation methodology, but did conclude that regulation requires a more audit-
friendly environment. The Directors found further that the burden for determining fairness, equity,
and accuracy of costs imposed on Tennessee ratepayers should not shift to the Authority either by
design or by chance. While the Directors stated that they fully endorse systems that more
accurately ascribe costs to cost causes, they determined that an allocation system must minimize the
time and expense necessary to reflect and audit transactions. Therefore, the Directors unanimously

concluded that the use of a single allocation formula based on customers in Tennessee and Georgia

is the most appropriate method of allocation of common cost at the present time. Additionally, the

. 8
- Directors found that the Advocate correctly asserted that the Company did not allocate any of its

corporate office costs to nonutility operations. Therefore, the Directors unanimously adopted the
Advocate's forecast of $3.730 million in Corporate Allocated Expenses. Additionally, the Directors

unanimously adopted the Advocate's recommendation for a single allocation factor, based on

52 R.L. HAHNE AND G.E. ALIFF, ACCOUNTING FOR PUBLIC UTILITIES, Matthew Bender, Accounting Series,

§19.02, page 194, 19-5.
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customers for financial reporting p,ufposes, and that this factor shall only be updated within a rate

case.
V(b)12. INTEREST ON CUSTOMER DEPOSITS
Authority rules require gas utilities to accrue interest on Customer Deposits. This interest is

then refunded to the customer along with the security deposit after a specified period when credit

 worthiness has been demonstrated.

The Company and AVI forecasted incorrect amounts for this issue. The Advocate had
attempted to correct the error but ignored its effect on accrued interest in customer deposits.
Therefore, the Directors found that the Advocates’ forecast should be dlscarded The Directors
concluded that the test period balance for this account was representative of the attrition year. The
Directors, therefore, unanimously adopted the test period balance of $126,744 for Interest on

Customer Deposits.

_ V(b)13. MISCELLANEOUS EXPENSE RELATING TO CHARITABLE
DONATIONS

The Company included $37,540, in their case as Miscellaneous Expense. This item
represents donations to the civic, community and charitable organizations of Chattanooga and
Cleveland, Tennessee. According to testimony from the Company’s witness, Chattanooga Gas
feels a responsibility to be a good corporate citizen and therefore makes these donations to various
organizations.

The Advocate objects to these types of expenses and has excluded them from their case.
According to the Advocate, charitable donations should not be allowed in setting rates. >* AVI

accepted the Company’s calculation for charitable donations in their case.

s Gerald A. Hinesley Pre-Filed Rebuttal Testimony, at page 4.
R. Terry Buckner Pre-Filed Direct Testimony, at page 14.
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A majority of the Directors found that accounting principles‘and standards under which

regulated companies operate generally will not support charitable contributions in a rate case. The

majority concluded that such a finding is consistent with the Authority’s position in the Nashville
Gas* case although charitable contributions were voluntarily withdrawn. A majority of the
Directors concluded that this was an inappropriate recovery, and a&Opted thé Advocate's position in
which Miscellaneous Expenses in the determination of Net Operating Income were excluded. *

’V(b)l4.‘ DEPRECIATION AND AMORTIZATION EXPENSE

Depreciation and Amortization Expense represent the systematic recovery of capital
invested in assets placed in service by the Company. As Depreciation and Amortization Expenses
are recognized, the balance of Accumulated Depreciation is increased in deternnining the proper
level of Rate Base.

In this case, the Company submitted a mew depreciation study, which changes their
depreciation rates. The greatest reason for the cl;angé in depreciation rates is the Company’s
projected “net salvage value” percentage.

The Company testified that, historically, Account #376 (Mains) has experienced a negative
salvage rate of 20 perceﬁt, but due to increases in the cost of réinoval related to cast iron main
replacement, a negative 40 percent salvage value has been used in the proposed depreciation rates.
For Account #380 (Services) the Company tesﬁﬁed that the current rates include a 60 percent
negative salvage rate and that they anticipate a “modest adjustment” in the salvage rate of this asset;

therefore, the Company used a 55 percent negative salvage rate. >’

33 In Re: Application of Nashville Gas Company, a Division of Piedmont Natural Gas Company, Inc. for an
Adiustment of its Rates and Charges, Docket No. 96-00977 (Tenn. Reg. Authority, February 19, 1997).

Director Greer voted no on this Issue, having previously moved to allow this expense to be included on the
?—?Sis of public expectations that utilities would participate in the community.

Donald Roff Pre-Filed Direct Testimony, at page 11.
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»Based on a historical analysis of the past fifteen years, AVI contended that a negative 15
percent salvage value more accurately reflects what will occur in the future for Account #376
(Mains). Reducmg the net salvage value from 4() percent to 15 percent effecttvely reduces the
annual depreciation percentage for this account from 2.81 percent to 2.31 percent. AVI testified
that the net salvage value for Account #380 (Services) has averaged 42 percent over the last five
years. Reducing the net salvage value from 55 percent to 40 percent effectively reduces the annual
depreciation percentage for this account from 4.43 percent to 4.00 percent.”® If AVI’s salvage

rates are used for these two categories, the result is an annual -decrease in Depreciation and

Amortization Expense of $476,157. The Advocate proposed eliminating depreciation on land

rights that would reduce the Cqmparly’s Depreciation Expense by approximately $10,000. %

The Directors concluded that both AVI and the Advocate made solid arguments for.the
proper calculation of depreciation expense. However, the Directors were hesitant to accept AVI’s
or the Advocate’s proposal without an accumulated depreciation quantification in the record. The
Directors determined that absent such quantification in the record, the Compariy's proposal for
purposes of this case must be given greater weight. Accordingly, the Directors approved tlte
Company's forecast of $4,820,597 for Depreciation arld Amortization Expense.

V(b)15. TAXES OTHER THAN INCOME

Taxes Other Than Income includes Property Taxes, Franchise Taxes, Gross Receipts Taxes,
Authcrity Fees, Payroll Taxes, and Other Genera! ‘Taxes. The Company included $3,952,807 in
their case for Taxes Other Than Income, while the Advocate only forecasted $3,552,189 for a

difference between these Parties of $400,618. AVI accepted the Company’s forecast of Taxes

James T. Selecky Pre-Filed Direct Testimony, at page 2.
R. Terry Buckner Pre-Filed Direct Testimony, at page 19.
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Other Than Income in its forecast of NOI The Directors determined that Taxes Other Than

Income may be illustrated by each of the specific components shown in the following table.

TAXES OTHER THAN INCOME

Company Consumer Authority
' and AVI Advocate '

Property Taxes $2,310,714 $2,094,035 $2,094,035
Gross Receipts Tax 692,453 541,741 541,741
Payroll Taxes 242,890 238,749 242 890

. TRA Inspection Fee 168,804 166,058 166,058
Franchise Tax 267,321 240,981 240,981
Other General Taxes 270,625 270,625 270,625
Total Taxes Other Than Income $3,952,807 $3,552,189 $3,556,330

The Advocate stated that the Company calculated their Property Taxes incorrectly by using

the unequalized assessment value. In addition, the Advocate argued that the Company incorrectly

| calculated Gross Receipts Taxes by taking a .ﬁve year average of the gﬁ‘ective rate, which does not

reflect the current effective tax rate. 7 The Advocate then argued that the Company used its

proposed Acquisition Adjustment in its calcﬁlation of the Franchise Tax. Since the Advocate

recommended disallowance of the Acquisition Adjustment, they also recommended that it be
removed from the Franchise Tax Calculation.*

Finally, the Advocate reduced the Company’s payroll taxes based on its proposed reduction

in Salary and Wage Expense. Parallel to the Advocate’s recommended disallowance of a portion of

the Salary and Wage Expense, was the Advocate’s recommendation that the associated payroll

taxes be removed.®’

R. Terry Buckner Pre-Filed Direct Testimony, at page 16.
Id., at page 17.
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The Directors determined frohi the record that of the various adjustments that the Advocate
made to Taxes Other ‘Than Income, the only issue to which the Company tqok exception was the
Advocate’s adjustment to payroll taxes. The record reflects that the Company’s exception resulted |
from its belief that the Advocate’s payroll adjustments were inappropriate. 2 Therefore, because
the Directors "adop'ted the Company’s calculation of Salary and Wage Expense, they also adopted
the Company’s calculation of payroll taxes. Further, the Directors found that there was a lack of
discussion on the record contfary fo the position of the Advocate on the remaining components of
Taxes Other Than Income. Therefore, the Directors unanimously adopted the Advocate’s forecast
of Taxes other than Income. In addition, the Directors concluded that adoption of these

adjustments results in a total forecast of $3,556,330 for Taxes Other Than Income. Therefore, the

Directors unanimously approved $3,556,330, as the appropriate amount of Taxes Other Than

Income.
V(b)16. TENNESSEE EXCISE TAX EXPENSE

Tennessee Excise Tax Expense represents the Company’s income tax due to the state based

on the tariffs currently in place. The Tennessee Excise Tax is a 6 percent income tax on the

earnings of the Company. After considering all of the previous adjustments, a forecast of $545,670
for Tennessee Excise Tax Expense was calculated. The Directors, therefore, unanimously
approved $545,670 as the appropriate forecast amount for Tennessee Excise Tax based upon the

decisions adopted within this Order. See the chart folldwing Section V(b)17 for calculations. |

& Gerald A. Hinesley Pre-Filed Rebuttal Testimony, at page 4.
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V(b)17. FEDERAL INCOME TAX EXPENSE
Federal Income Tax Expense represents the Company’s current i/ncome tax due to the
federal government based on the tariffs currently in place. The federal income tax is a 35 percent
income tax on the earnings of the Company. |
Taking all previous adjustments into account, a forecast of $2,992,092 for Federal Income

Tax Expense is calculated. The Directors unanimously determined that the Federal Income Tax

~ Expense must be calculated based upon the results of the decisions adopted within this Order. See

the following chart.
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No.
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17
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22
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27

29
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31

32

CHATTANOOGA GAS COMPANY
Excise and Income Taxes

For the 12 Months ending Septcmber 30, 1998

Operating Revenucs

Salarics and Wages

Distribution Expense

Storage Expense

Customer Relations Expense

Sales Promotion Expense ’
Administrative and General Expense
Interest on Customer Deposits
Miscellancous Expense

Depreciation & Amortization Expensc
Taxes Other Than Income

NOI Before Excisc and Income Taxes
AFUDC
Interest Expensc

Pre-tax Book Income
Schedule M Adjustments

Excise Taxable Income
Excise Tax Rate

Excisc Tax Payable
Excise Tax - Deferred

State Income Tax Expense
Pre-tax Book Income
Excise Tax

Schedule M Adjustments

FIT Taxable Income
FIT Rate

Federal Income Tax Payable

ITC Amortization i
Amortization of Excess Deferred FIT
FIT - Deferred

Federal Income Tax Expense

Total Federal and State Income Taxes

Authority

Company

Consumer
Advocate

$ 32,711,499

$ 32,136,117

$ 32,697,029

3,136,136 3,136,136 3,084,307
927,379 980,895 1,368,826
896,551 987,610 794,418
97,232 487,858 206,015
430,670 455,531 455,531

6,054,152 7,675,537 5,575,270
126,744 225,965 115,034

0 37,540 0

4,820,597 5,231,621 4,810,722

3,556,330 3,952 808 3,552,189

s 12,665,708 S 8,964,616 $ 12,734,717
32,373 32,373 32,373
3,603,577 3,933,485 3,667,147

s 9,094,504 $ 5,063,504 s 9,099,943
0 0 0

S 9,094,504 $ 5,063,504 s 9,099,943
6.00% 6.00% 6.00% -

s 545,670 $ 303,810 s 545997
0 0 0

$ 545670 $ 303,810 $ 545997

$ 9,094,504
545,670
0

$ 5,063,504
303,810
0

$ 9,099,943

545,997
0

$  £,548,834
35.00%

$ 4,759,694
35.00%

$ 8,553,946
35.00%

$ 2,992,092
0
0
0

$ 1,665,893
0

0
0

s 2,993,881

0

]
(]

$ 2,992,092

$ 1,665,893

$ 2,993,881

s 3,531,762

$_ 1,969,703

$ 3,539,878

AVI

$ 32,771,581

3,136,136
980,895
987,610
487,858
455,531

7,489,537
225,965

37,540

4,344,440

3,952,807

$ 10,673,262 .
32,373
3,400,312

$ 7,305,323
0

$ 7,305,323
_6.00%

$ 438,319
0

$ 438!3 i9

$ 7,305,323
438319
0

$ 6,867,004
35.00%

$ 2,403,451
0 -
]
0

$ 2,403,451
R TGS

$_ 2,841,771



$9,160,319 is calculated as follows.

V(b)18. CALCULATION OF NET OPERATING INCOME

After each of the previous adjustments is taken into account, a Net Operating Income of

COMPARATIVE NET OPERATING INCOME CALCULATIONS

, Consumer
Company®  Advocate® AVI® Authority

Base Rate Revenues $31,206,762  $31,813,280  $31,842,220 $31,827,750
Other Revenues 929,361 883,749 929,361 883,749
-AFUDC 32,373 32,373 32,373 32,373
Net Revenues $32,168,496  $32,729,402 $32,803,954  $32,743,872
Salaries & Wages $3,136,136 $3,084,307 $3,136,136 $3,136,136
Distribution Expense 980,895 1,368,826 980,895 927,379
Storage Expense 987,610 813,689 987,610 896,551
Customer Accounts Expense 102,839 126,867 102,839 97,232
Uncollectible Expense 385,019 165,968 199,019 138,006
Sales Promotion Expense 455,531 79,148 455,531 430,670
Admn & General Expense 2,448,665 2,115,562 2,448,665 2,186,146
Corporate Allocations 5,226,872 3,730,000 5,226,872 3,730,000
Interest on Customer Deposits 225,965 115,034 225,965 126,744
Miscellaneous Expense 37,540 0 37,540 0
Depr & Amort Expense 5,231,621 4,810,722 4,344,440 4,820,597
Taxes Other Than Income 3,952,807 3,552,189 3,952,807 3,556,330
Tennessee Excise Tax Expense 303,810 545,997 438,319 545,670
Federal Incore Tax Expense 1,665,893 2,993,881 2,403,451 2,992,092
Total Operating Expenses $25,141,203  $23,502,190  $24,940,089  $23,583,553
Net Operating Income $7,027,293  $9,227,212 $7,863,865  $9,160,319

V(c). CAPITAL STRUCTURE AND FAIR RATE OF RETURN

The Directors found that, although the Advocate and AVI did not endorse Chattanooga
Gas’ proposed capital structure and cost rates for short- and long-term debt and preferred stock,
neither did they suggest any alternatives. Therefore, the Directors adopted the capital structure and

cost rates on debt and preferred stock proposed by Chattanooga Gas.

‘: Chattanooga Gas Exhibit 5, Schedule 4.
Advocate Pre-Filed Exhibit, Schedule 8.
o AVI Schedule MPG-1.
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On cost 9f ‘equity, none of the witnesses’ analyses went completelj unrebutted. The
Directors rejected the position of Dr. Andrews, the Chattanooga Gas witness, that Chatt.anooga‘
Gas is an independent firm. The Directors adopted the testimony of Dr. Brown, for the Consumer
Advocate, and Mr. Gbrman, for AVI, that AGL is the appropriate company to reference for
determining the cost of equity. This finding eliminated all of the cost of equity estimates underlying

Dr. Andrews’ recommended cost of equity of 12.25 percent, since he relied on data for firms

| “comparable” to Chattanooga Gas and not AGL. Moreover, the Directors concluded that Dr.

Andrews’ DCF estimate of 11.06 percent is biased and that his Capital Asset Pricing Model is -
ﬂawed.’ | /\

Dr. Brown's DCF estimate along with his capital asset pricing model and Mr. Gorman's
DCF esﬁmate and risk premium estimate of the cost of equity, taken as a group, ptovided enough
useful information for deciding the cost of equity in this case. These estimates defined a range,

from Dr. Brown's DCF estimate at 10.4 percent to his capital asset pricing model at 11.14 percent

~ that includes Dr. Andrews' DCF calculation of 11.06 percent as well as Dr. Brown's recommended

10.55 percent and Mr. Gorman's recommendéd 10.80 percent.

The Directors rejected Dr. Brown's compounding theory that formed the basis of his
récdmmended 10.55 percent cost of equity. This theory was rebutted by Dr. Andrews and not
recommended by any other witnesses. This decision is consistent with the decision of the Authority
in the most recent Nashville Gas Company rate case. Fﬁrther, Dr. Brown testified at the Hearing
that he did not know of any other jurisdiction where this approach had been adopted.

The Directors found that the range established between witness Dr. Brown's DCF estimate
at 10.4 percent and his capital asset pricing model at 11.14 percent was sufficient to encompass

returns on equity proffered by all Parties in this proceeding. Although Chattanooga Gas’ witness
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Andrews' DCF estimate was found to be biased, the upper range of his model at 11.06 percent is

within the range identified by Dr. Brown between his DCF calculation on the low side at 10.4

percent and his capital-aSset pricing model estimate on the high side at 11.14 percent. Therefore,

the Directors unanimously adopted 11.06: percent as the cost of equity in this proceeding. The

Directors further noted for the record that this percentage falls within the range supported by all

Parties.

The resulting overall cost of capital of 9.08 percent flows from the decisions on capital

structure and cost rates as shown in the following table.

CAPITAL STRUCTURE AND COST OF CAPITAL

Co'mponent‘ Percent Cost Rate Weighted Cost
Short Term Debt 5.28 5.80 % 031%
" Long Term Debt 46.07 ' 7.75 % 3.57%
‘Preferred Stock 449 7.04 % 032%
Common Equity 44.16 11.06 % 4.88 %
Total 100.00 ) 9.08 %

V(d). REVENUE CONVERSION FACTOR

“The Directors unanimously adopted a revenue conversion factor of 1.634321, illustrated
below, to reflect the changes to the Company's rate case amounts for other revenues and

uncollectible expenses.
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REVENUE CONVERSION FACTOR

Line Rate | Balance

1 Operating Revenues 1.000000

2 Add: Forfeited Discount Ratio 0.006837% 0.006837
3 Bélance 1.006837
4 Deduct: Uncollectible Ratio | 0.005368 0.005405
5 Balance : 1.001432
6 Deduct: State Excise Tax Rate 0.060000% 0.060086
7 Balance 0.941346
8 Deduct: Federal Income Tax Rate 0.350000” 0.329471
9 Balance 0.611875
10 Revenue Conversion Factor (Line 1/Line 9) ‘ 1.634321

V(e). REVENUE DEFICIENCY OR SURPLUS
- The Directors found, that after placing into effect their decisions with respect to Docket No.
97-00982, Chattanooga Gas Coinpany; Petition to Place Into Effect the Revised Natural Gas Tariff,
the c#lculations from these decisions indicate that there is a revenue surplus in the amount of

$1,166,213" as illustrated in the following chart.

o See Section V(b)2.
i See Section V(b)8.
8 Statutory Rate.
jz Statutory Rate.

The revenue design calculation deficiency was announced at the Authority Conference on July 21, 1998.
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COMPARATIVE REVENUE DEFICIENCY (SURPLUS) CALCULATIONS

v Consumer
Company - Advocate AVI Authority

Rate Base $101,378,494  $94,595,399  $87,7 12?302 -$92,955,599
Operating Income at Current Rates $7,027,293 $9.227,212 $7.,863,865 $9,160,319
Earned Rate of Return”’ 6.93% 9.75% 8.97% 9.35%
Fair Rate of Retumn 9.61% 8.85% 8.97% 9.09%
Required Operating Income™ $9.742,473  $8371,693  $7,867,793  $8,446,742
Operating Income Deficiency $2,715,180 $(855,519) $3,928 $(713,577)
(Surplus)™
Gross Revenue Conversion Facfor 1.628843 1.628727 1.628843 1.634321

Revenue Deficiency (Surplus)™ $4,422,602  $(1,393,407) $6,399  $(1,166,213)

V(f). RATE DESIGN

V(f)1. IGCA RIDER, LOST AND UNACCOUNTED FOR PROVISION AND
DAILY BALANCING PROVISION

The Directors found that there was mirroring in the Company's proposal to change the
industrial tariff by including an interruptible gas cost adjustment (“IGCA”)} rider, a lost and
unaccounted for provision, and a daily balancing provision.k The Directors concluded that thesé
changes could better reflect the cost of providing service to the industrial class. However,fthe
Directors unanimously found that these types of tariff changes can best be negotiated between the

Parties outside the context of a rate case, and denied the Company’s request.

N Operating Income at Current Rates / Rate Base.
z Rate Base multiplied by Fair Rate of Return.
u Required Operating Income - Operating Income at Current Rates.
Operating Income Deficiency (Surplus) multiplied by Gross Revenue Conversion Factor.
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V(f)2. MISCELLANEOUS CHARGES FOR RECONNECTION AND SERVICE
ESTABLISHMENT

The Directors unanimously determined from the record that rates charged by Chattanooga

| Gas for Reconnection and Service Establishment are higher than those of Nashville Gas and United

Cities Gas, and therefore, concluded that these rates shall not be increased at this time.

V(f)3. BILLING VOLUME FOR OUTDOOR LIGHTiN G-

~ The Diréctors found that the Company's proposal to change the bﬂling volume for outdoor

lighting \i;/as appropriate. The Directors further found-that.the Company's sproposal to.reduce the
minimum daily volumes to qualify for the firm transportation tariff was appropriate. There was no
opposition ‘to these issues by the Advocate, AVI or CMA, and therefore, the Directors
unanixhously approved these two changes.

V()4. DETARIFFING

Detariffing is a term used to indicate the Company’s proposal to substitute price cap

formula regulation for some or all of the industrial segment of the Chatanooga Gas tariff. The

Directors found that a formula may satisfy the tariff rate requirements of Rule 1220-4-1-.03. The

Directors further found that rates do not have to be the same for all classes of customers to be

nondiscriminatory.” However, while concluding that creative rate designs under strict rate of
return regulations should not be discouraged, the Directors emphasized that there is an effective
experimental bypass rule in place which, when propérly applied, would effectively assist in keeping
industry in the Company’s industrial base. Therefore, the Directors unanimously rejected the

Company's proposal for industrial rate detariffing.”

» CF Industries v. Tennessee Public Service Commission, 599 S.W.2d 536 (Tenn. 1980).

Chairman Malone did not agree with the rationale expressed by the majority, but joined in the result.
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VL. SETTLEMENT OF RATE DESIGN ISSUES

On July 16, 1998, the Pafties jointly submitted a Motion to Postpone a Decision on Rate
Design to Allow the Parties to Propose a Settlement. This Motion was considered by the
Directors at the Authority Conference on July 21, 1998. At that Conference the Directors
unanimously approved the Motion to allow the Parties an opportunity to hegotiate the Rate Design.
The Parties were given until 12:00 Noon on Tuesday, July 28, 1998, to propose their Rate Design.
On July 28, 1998, the Parties timely filed their proposed Rate Design. The proposed Rate Design is
attached as Exhibit A. Th¢ proposed Rate Design settlement was considered by the Directors at
the Authority Conference on August 4, 1998. At that Conference, the Directors unanimously
approved the proposed Rate Design settlement and ordered that the tariffs, consistent with the
provisions of the settlement, shall be filed not later than three (3) business days after the entry of a
Ginal Order in this case and shall be effective upon approval of the Authority.

VI(a). WEATHER NORMALIZATION

As a part of the Parties’ proposed settlement of Rate Design, they agreed to permit the
Company and the Authority Staff to determine the details of the Weather Normalization
Adjustment (“WNA”) factors. The WNA factors are used on a going forward basis to adjust the
residential and commercial rates for weather that is either above or below the normal seasonal
range. Accordingly, the Company and the Authority Staff agreed to jointly issue the use of the
existing WNA factors from the Company’s 1995 rate case, Docket No. 95-02116. The proposed
Rate Design settlement, including adoption of the WNA factors, was considered by the Directors at
thew Authority Conference on August’ 4, 1998. At that Conference, the Directors unanimously
approved the proposed Rate’: Design, including the provisions of the proposed settlement

concerning the WNA factors.
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VIL DISPOSITION OF THE MOTION TO STRIKE REQUEST OF FINDINGS
Ly FROM CHATTANOOGA GAS BY THE ADVOCATE |

On September 29, 1997, the Consumer Advocaie Division filed an Objection and Motion to

- Strike Request of Findings submitted by Chattanooga Gas. The Hearing Officer requested the
Parties to submit proposed charges of 1aw, butv' did not request the Parties to file any proposed

findings of fact or the Request of Findings as submitted by Chattanooga Gas. Therefore, the

Directors unanimously grarited the Objection aﬁd Motion to Strike Request of Findings submitted

by the Advocate.

ey

56




o)

Y

IT IS THEREFORE ORDERED THAT:

1. The rates filed by Chattanooga Gas Company on May 1, 1997, are denied;

2. For purposes of the rates herein, the annual test period shall be the historical test -

period for the twelve (12) months that ended September 30, 1996, with adjustments for

attrition through September 30, 1998;

3. For purposes of the rates herein, the cost of equity shall be 11.06 percent and the
cost of capital shall be 9.08 percent;

4. The request of the Company for an Acquisition Adjustment to Rate Base is denied;
5. The allocation factor for the financial reporting of corporate expense shall be based
on customers and be updated within a rate case;

6. The request of tﬁe Company for an industrial tariff interruptible gas cost adjustment
rider, a lost aﬁd unaccounted for provision and a daily baléncing provision is denied, |

7. The request of the Company for an increase in Reconnection and Service
Establishment is denied; |

8. The request of the Company to change the billing volume for outdoor lighting is

approved;

9. The request of the Company to reduce the minimum daily volume to qualify for the
firm transportation tariff is approved,
10.  The proposal of the Company for industrial rate detariffing is deniéd; '

11.  The Agreement on a Rate Design negotiated among the Parties and submitted in a

- filing to the Authority on July 28, 1998, is approved;

12.  The Agreement among the Parties to permit the Authority Staff’ and the Company

to determine the details of the Weather Normalization Adjustment factors is approved;
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. 13 " The Company is directed to file tariffs with the Authofity that are designed to
’pr‘oduce a reductiqn of $1,166,213 in revenue for service rendered;
14. The taﬁﬁ's shall be filed not later than three (3) business days after the date of entry
of this Order and shall be effective upon appfoval of the Authority; |
15.  Chattanooga Gas Company shall file any and other tariffs necessary to be
vconsistent with this Order; |
16.  The Objection and Motion to Strike Request of Findings submitted by the Office of
the Attorney General, Consumer Advocate Division is granted;
17.  Any party aggrieved with the Authority’s decision in this matter may file a Petition
for Reconsideration with the Authority within ten (10) days from and after the date of this
Order; and

B 18. Any party aggrieved with the Authority's decision in this matter has the right of

judicial review by filing a Petition for Review in the Tennessee Court of Appeals, Middle

Division, within sixty (60) days from and after the date of this Order.

A

e DIRECTOR

ATTEST:

- KW

EXECUTIVE SECRETARY '
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M. David Waddell, Executive Secretary -
Tennessee Regulatory Authonty

460 James Robertson Parkway
Nashville, Tennessee 37243

Re:  Petition of Chattanooga Gas Company
- Docket No. 97-00982

Dear David:
Attached is a rate design proposal submitted on behalf of all the parﬂes to this case.

The proposal is complete except for calculations relating to weather normalization which, the
parties agree, should be worked out between Chattanooga and the TRA’s ‘technical staff. The

- proposed tariff provides rate reductions for all customer classes and addresses the problem of
‘bypass by large industrial users. :

The proposed tariff has been reviewed by rate design experts from Chattanooga and
AVI/CMA Chattanooga does not oppose the proposed tariff. AVI/CMA agrees to the proposal.
The Consumer Advocate’s Office has also reviewed and agreed to the proposal. In order to meet
the TRA’s noon deadline for filing this proposal, counsel for Chattanooga and the Consumer
Advocate, both of whom are out of town, have authorized counsel for AVI/CMA to file this
agreemcnt on behalf of all parties. The parties’ rate design experts (Dan McCormac, Don
Johnstone, and Lisa Howard Wooten) are available to answer any questions the TRA or its staff
may have about this proposed rate design.

Respectfully submitted,
BOULT, CUMMINGS, CONNERS & BERRY, PLC

By: ﬂf/u/‘*b/

Henry Walker
HW/dc

Enclosure
cc: Parties of Record

0502162.01
003320-012 07/28/98
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TRA#QT-00982

’ Grass Profit From Sales and Tranepoctation of Gas CMAAVIOGG Setflamant
b Fot the 12 Monthe Ending Septambac 30, 1958 7!28/98_11:00 am
Proposed ) )
. Cucrent C tlacteassln Praposed Percent Proposed
Profotttr -~ Proforma Grosz Proft - Curreat Groug Froft - Géoss firaft - Proposed Increasein. Increasein
f e ODekatherme Bills Murgitt Groes Profdt Sargin Margin Grogs Profit Geoss Prolt  Gross Profit
Resldential - Winter 288478 § 750 § 2164585 § 0 $ 750§ 2163505 a%
Frel 2.5 Mt 705,140 3.0a50 211648 (0.1059) 26000 2,044 906 3%
Next 2.5 Mct 647,693 220050 1,298,624 (0.0050) 2.0000 1,255,366 0%
Over & Mef 2.303.947 1.8050 4,168,624 0.0%50) 1.7500 4,031,807 A%
Ret. = SUMMAr 281512 § 750 § 2111340 S SRR : B 5 § 2411340 0%
First 2.6 Mcf 440,848 27190 1,197573 0.619q) 24000 024837 23%
Hesd 2.6 Mes 126,648 15210 192,628 Q0210 1.5000 180,868 A%
Over § Mcf 76,227 04710 35003 @.oz10) 04500 34302 4%
R4 Mul{-faen-Winter 2604 § 600 § 15624 % 6§ 600 5 15,624 0%
Flat rate /Mef 20,193 20850 42123 (a.z860) 1.8000 S6.347 AL%
R4 fMulf{-fam-Summer 2604 $ €00 & 15624 § 03 €00 § 15624 0%
Flal rate (Mef 6778 17110 11,599 111G 1.6000 10,846 5%
. Residaatial (R-1 & R-4) AB0TOTT 286720 § 13362,193 ' $ 12874724 L6% $ (87419
C'Winter 48417 § 20D0 § 963340-§ o % 2000 § 668,340 %
Flest 300 Mef 2,219,623 CL2B000 0 - 6,168.144 - (@O5060) 27500 - CBO87,483 2%
Next 200 Mct 295764 25240 748508 (0.0140) 25100 742,368 1%
Hext 1000 Mef 513,718 24810 1264260 (0.0160) 24450 1,256,041 -1%
Ova 1,500 Mef 296,162 1.2820 379667 {0.0170) 12650 - 37463228 1%
C1 Surmmer 48253 § 1500 § 693735 % 0§ 1500 § 683Ies 0%
Ficst 300 Mol 03262 22950 1616729 {0.1400) 21580 1518343 6%
HNext 200 Mcf 92,196 15140 176,453 {Q.2000) 1.7140 150,024 “40%
Hext 1000 Mol 196,265 1.7060 - 335221 {a.1109) 1.5980 313,631 T 6%
Over 1,500 Mel 88554 _ 12620 1134628 (0.0170} " {2650 112,021 o A% 4
Cacumearctal (C-1) 4399534 94,670 12492724 12,224,658 2.1% (268,066
Industrial-Qttier B3 § 90000 § 264800 § 0§ 30000 § 264500 0%
Cemand Units 130,788 $ ans $ 400123 § Q.085] 40000 § 32T 2%
{ © 041,500 Mel 1461374 0.9088 1273589 (0.0200) 08888 1245541 2%
e 1.501-4,000 Ml 1,731,019 0.7798 1,349,849 Q02K Q.7598 1315228 3%
i } 4,001-15,000 Ml 2,804,489 04712 1321450 (U.040a) 04312 1,209,300 %
S Ouer 15,000 Mol - _ 4136077 03200 __ 1393645 (0.0550) 02650 1,095,660 A%
Industrial 10,072,963 05230 § 5533454 Q4831 § 5523307 £5% $ (410,158}
Mizceltaneogus BaMS: .
Corriections 1297 3000 38,910 o s 3000 36,010 0%
Saavatral Recoanects R-1 475 300G 44,250 0 30,00 14,250 %
Saavoral Reconnectz C-1 &6 4500 2520 ] 4500 2520 - 0%
Serdee Establishment - Tum ons 7338 15.00 110,040 Q 18.00 110,040 %
Service Egtablstutat - Meter Sets 3,070 2500 76,750 a 2500 76,750 0%
fad check & ottier fees 13862 13,862
Miscellaneous 256332 ’ 256932 90% a
Groxs Profit (bafore fodfeited discounts) $ 320447438 $ 30879070 IEY $(1,165,643)
Forfeited Diccounts ©27.247 819277 7,970
TJotal 18,709,574 671,195 $ 32671860 $ 31496347 S AT3E1D

Source; CGC Bxfi. 11, Sch. 4 & TRA dats requast iteta 76, sheel 20

} djegrevaxia
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- The Directors, therefore, unanimously apptoVed $686,049 which represents the thirteen

(13) month test period average for this account, as the proper forecast for Accrued Interest on

Customer Deposits. Therefore, the Directors found after considering the adjustments described

previously, that a Rate Base of $92,955,599 is calculated as illustrated in the following table,

COMPARATIVE RATE BASE CALCULATIONS

Company'’  Advocate® AVIY® Authority
Additions: o '
Plant in Service and CWIP $140,014,935 $140,614,494 $140,014,935 $140,014,935
Acquisition Adjustment 13,355,565 0 0 , 0
Cash 2,373,422 2,373,422 0 2,373422
Materials and Supplies 453,221 346,273 453,221 453,221
Gas Inventories 5,419,144 6,659,404 5,419,144 5,419,144
- Deferred Rate Case Expense 200,668 47,309 200,668 178,834
Prepayments 1,189,348 769,193 1,189,348 1,189,348
Other Accounts Receivable 92,028 138,738 92,028 92,028
Lead/Lag Study 1,736,716 . 756,038 -396,530 660,923
Total Additions $164,835,047 151,704,871 $146,972,814 $150,381,855
Deductions;
Accumulated Depreciation $46,569,377 $46,478 394 $46,569,377 $46,569,377
Accu Amort of Acq Adj. 4,196,041 0 - 0 0
Accumulated Deferred FIT 5,131,816 5,131,815 5,131,816 5,131,816
Customer Advances 384,855 384,974 384,855 384,855
Contributions in Aid of Const. 1,908,645 1,858,651 1,908,645 1,908,645
Reserve for Uncollectibles 278,723 257,864 278,723 278,723
Other Reserves 549,562 409,201 549,562 549,562
Customer Deposits 3,766,190 1,917,229 3,766,190 1,917,229
Accrued Int on Cust Deposits 671,344 671,344 671,344 686,049
Total Deducﬁons $63,456,553 - 857,109,472 §59,260,512 $57,426,256
Rate Base $101,378,494 $94,595,399 $87,712,302 $92,955,599
Source. TRA  p0l7/114p

19 AVI Exhibit MPG-1.

7 Company Exhibit 5, Schedule 8, Page 1 of 4.

Consumer Advocate Pre-Filed Exhibit, Schedule 3.
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CHATTANOOGA GAS COMPANY

REF.

42 GAS USED IN UTILITY OPERATIONS
4-3 PAYROLL
4-4  UNCOLLECTIBLE ACCOUNTS
4-5  EQUIPMENT LEASES
4-6  PROPERTY LIABILITY INSURANCE
48 M&SISSUES
49 TRANSPORTATION CLEARING
410 CASH VOUCHERS
412 AGADUES
( SERVICE COMPANY CHARGES (2)

4-11 EMPLOYEE BENEFITS OTHER THAN
PENSIONS AND OPEB

4-11 PENSIONS

4-11 OTHER POST-RETIREMENT
BENEFITS

POSTAGE

LEASE PAYMENTS

TOTAL

Reconciliation:
12 mos 9/30/96
+ 3 mos 12/31/96
=3 mos 12/31/95
12 mos 12/31/96

L ~ Notes:

(1) Associated average balance (prepaid/aqcrual) considered at working capital component

12 MONTHS ENDED 12/31/96

7-14

AVERAGE [ LEAD
1996 DAILY LAG DOLLAR
AMOUNT AMOUNT | DAYS DAYS
15,895 43 39.27 1,689
3,456,302 9,443 12.00 113,316
417,700 1,141 0 o 0
127,507 348 24.71 8,599
497,382 1,359 0 en 0
104,914 287 22.94 6,584
287,312 785 12.14 9,530
5,355,911 14,634 25.62 374,923
20,521 56 -56.13 -3,142
1,281,853 3,502 40.20 ¢2) 140,780
1,038,547 2,838 183.0 519,354
1,663,357 4,545 0. "0
126,354 345 40.20 -é.é_) 13,869
18,859 52 4020 ¢2) 2,090
14,412,415 39,377 30.16 1,187,592
14,412,415 . Sam-cc: Tcnms&«. ”g«/‘*‘"v
12,816,533.70 j;j 1':" piiiil Ke?m#
3,668,576.79 74 N7 Them “2
AT ATens TRA Gooke? 47- 00912

of rate base. Therefore, zero lag days are appropriate.

(2) Such expenses will be included in Sarvice Co
charges are due for payment by the 25th of t

mpany charges in the future. Service Company
he following month, Lag days equal 15.2 + 25 = 40.2,



The Directors, therefore, unammously approved $686,049 which represents the thlrteen

(13) month test penod average for this account, as the  proper forecast for Accrued Interest on

Customer Deposits. Therefore, the Directors found after considering the adjustments described

previously, that a Rate Base of $92,955,599 is calculated as illustrated in the following table.

COMPARATIVE RATE BASE CALCULATIONS

19 AVI Exhibit MPG-1.

Company Exhibit 5, Schedule 8, Page 1 of 4.
Consumer Advocate Pre-Filed Exhibit, Schedule 3.
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} Company'’  Advocate®™ AVIY Authority
Additions: ,
Plant in Service and CwWIpP $140,014,935 $140,614,494 $140,014,935 $140,014,935
Acquisition Adjustment 13,355,565 0 0 0
Cash 2,373,422 2,373,422 0 2,373422
Materials and Supplies 453,221 346,273 453,221 453,221
Gas Inventories 5,419,144 6,659,404 5,419,144 5,419,144
_Deferred Rate Case Expense 200,668 47,309 200,668 178,834
Prepayments 1,189,348 769,193 1,189,348 1,189,348
Other Accounts Receivable 92,028 138,738 92,028 92,028
Lead/Lag Study 1,736,716 - 756,038 -396,530 660,923
Total Additions $164,835,047 151,704,871 $146,972,814 § 150,381,855
Deductions:
Accumulated Depreciation $46,569,377 $46,478,394 $46,569,377 $46,569.377
Accu Amort of Acq Adj. 4,196,041 0 ‘ 0 0
Accumulated Deferred FIT 5,131,816 5,131,815 5,131,816 5,131,816
Customer Advances 384,855 384974 3'84,855 384,855
Contributions in Aid of Const. 1,908,645 1,858,651 1,908,645 1,908,645
Reserve for Uncollectibles 278,723 257,864 278,723 278,723
Other Reserves ) 549,562 409,201 549,562 549,562
Customer Deposits 3,766,190 1,917,229 3,766,190 1,917,229
Accrued Int on Cust Deposits 671,344 671,344 671,344 686,049
Total Deductmns 1363,456,553 - ~857,109472 359,260,512 357,426,256
Rate Base $101,378,494 $94,595,399 $87,712,302 $92,955,599
Source, TRA  p0l7/118p
Order
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REF.

4-2

4-3

4-5

4-8

4-9

4-10

4-12

4-11

4-11

4-11

CHATTANOOGA GAS COMPANY

GAS USED IN UTILITY OPERATIONS
PAYROLL

UNCOLLECTIBLE ACCOUNTS
EQUIPMENT LEASES

PROPERTY LIABILITY INSURANCE
M & S ISSUES

TRANSPORTATION éLEARING
CASH VOUCHERS

AGA DUES

SERVICE COMPANY CHARGES 2)

12 MONTHS ENDED 12/31/96

7-14

%

EMPLOYEE BENEFITS OTHER THAN

PENSIONS AND OPEB
PENSIONS

OTHER POST-RETIREMENT
BENEFITS

POSTAGE

LEASE PAYMENTS

- TOTAL

Reconciliation:

. . Notes:

12 mos 9/30/96

+ 3 mos 12/31/96
=3 mos 12/31/95
12 mos: 12/31/96

(1)

AVERAGE | LEAD
1996 DAILY LAG DOLLAR
AMOUNT AMOUNT | pAYs DAYS
15,895 43 39.27 1,689
3,456,302 9,443 12.00 113,316
417,700 1,141 0 1) 0
127,507 348 24.71 8,599
497,382 1,359 0 @ o
104,914 287 22.94 6,584
267,312 785 12.14 9,530
5,355,911 14634 2562 374,923
20,521 56 -56.13 -3,142
1,261,853 3,502 4020 ¢2) 140,780
1,038,547 2,838 183.0 519,354
1,663,357 4,545 0. D
126,354 345 4020 (2) 13,869
18,859 52 4020 €2) 2,090
14,412,415 39,377 30.16 1,187,502
14412415 . Source: Tennessee Regelitory
12,816,533.70 j;j A:H, Bhelt Reyuesr
3,668,576.79 VM7 Them 4
IXIATR T4 Gooke? 47- 00912

of rate base. Therefore, zero lag days are appropriate.

(2)

Such expenses will be included in Service Com
charges are due for payment by the 25th of the

Associated average balance (prepaid/accrual) considered at working capital component

pany charges in the future. Service Company
following month. Lag days equal 15.2 + 25 = 40.2,
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CHATTANOOGA GAS COMPANY
‘Working Capital Expense Lag -
For the 12 Months Ending SeptemberSO 1998

- Salaries and Wageé

Purchased Gas Expense

Pension Expense
Ipsuranoe E@enu
Postage Expense

Other Operating Expenses

-Depreciation Expense

Taxes Other Than Income Taxes
State Excise Tax

Federal Income Taxes - Current
Federal Income Taxes - Deferred
Interest Expense

Net Earnings

Total Cost of Service

N

" Daily Cost of Service

Source: Ratebase Workpapers.

384

Amount Lag
$ 3,136,136 120
59,698,231
137,000 183.0
266,736 00
168,471 402
10,307,087 28
4,820,507 00
3,952,807 1492
570,440 802
3127915 33
0 0.0
3,933,485 00
5,776,614 00
$ 95895520 348
$ 262,727
P Shsanaiud

Docket No.
Exhibits
Schedule 8
Page 4 of 4

Dollar
Days

$  3ren6Ex

2,292,412,070

N

25,071,000
0

6,772,534
é45.308.672
[
589,758,867
45,749,288

97,903,740
1]




Docket No,__

Exhibit 5
CHATTANOOGA GAS COMPANY Page 3of 4
Lead Lag Results
For the 12 Months Ending Septembarao 1998
. |
Amount
" Revenue Lag -41.6 AN
Expensé Lag e 34.8 B}
Net Lag 6.8
Daily Cost of Service . 262,727 B/
Lead Lag Results ‘ 1,766,544
Taxes Collected (W‘xthheld) Pfepaid (49,828)
Total 1,736,716

.
sESRRussmnszs

~

A/ Ratebase Workpapers.
B/ Exhibit 5, Schedule 8 Page 4 of 4, Lines 14& 15.
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1220-4-7-.01
1220-4-7-.02
1220-4-7-.03

RULES
OF
TENNESSEE REGULATORY AUTHORITY
DIVISION OF PUBLIC UTILITIES

CHAPTER 1220-4-7
PURCHASED GAS ADJUSTMENT RULES -

TABLE OF CONTENTS
Definitions 1220-4-7-04 = Gas Cost Accounting
General Provisions 1220-4-7-05  Audit of Prudence of Gas Purchases Adjustment
Computations and Application of the Purchased Gas (PGA)

1220-4-7-.01 DEFINITIONS.

-

@

€))

@

®)

).

M

®

“Gas Costs” shall mean the total delivered cost of gas paid or to be paid to Suppliers, including, but not
limited to, all commodity/gas charges, demand charges, peaking charges, surcharges, emergency gas
purchases, over-run charges, capacity charges, standby charges, gas inventory charges, minimum bill
charges, minimum take charges, take-or-pay charges and take-and-pay charges, storage charges,
service fees and transportation charges and any other similar charges which are paid by the Company
to its gas suppliers in connection with the purchase, storage or transportation of gas for the Company’s
system supply.

“Company” or “LDC” shall mean local gas distribution company regulated by the Tennessee
Regulatory Authority.

“Fixed Gas Costs” shall mean all Gas Costs based on the Company’s right to demand gas or
transportation on a daily or seasonal peak; but unless otherwise ordered by the Authority, shall not
include other charges paid for gas reserve dedication (e.g., reservation fees and gas inventory charges),
minimum bill charges, minimum take charges, overrun charges. Emergency gas charges, take-or-pay
and take-and-pay charges (all of which shall be considered commodity costs).

“Gas Charge Adjustment’ shall mean the per unit amount billed by the Company to its customers
solely for Gas Costs. The Gas Charge Adjustment shall be separately stated for firm customers and for
non-firm customers.

“Suppliers” shall mean any person or entity, including affiliates of the Company, who locates,
purchases, sells, stores and/or transports natural gas or its equivalent for or on behalf of the Company.
Suppliers may include, but not be limited to interstate pipeline transmission companies, producers,
brokers, marketers, associations, intrastate pipeline transmission companies, joint ventures, providers
of liquefied natural gas (LNG), liquefied petroleum gas (LPG), substitute, supplemental or synthetic
natural gas (SNG), and other hydrocarbons used as feed-stock, other distribution companies and end-
users.

“Computation Period” shall mean the twelve (12) month period utilized to compute Gas Costs. Such
period shall be the twelve (12) month period ending on the last day of a month which is no more than
62 days prior to the filing date of a Purchased Gas Adjustment (PGA). )

“Demand Billing Determinants” shall mean the annualized volumes for which the Company has
contracted with Suppliers as of the first day of the F iling Month.

“Commodity Billing Determinants” shall mean the total metered throughput, regardless of source,
during the Computation Period, adjusted for known and measurable changes. Should the Company
expect to purchase commodity gas from several suppliers, the company shall allocate to each supplier
a percentage of the total metered throughput, regardless of source, during the Computation Period,

July, 2003 (Revised) 1
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PURCHASED GAS ADJUSTMENT RULES CHAPTER 1220-4-7
(Rule 1220-4-7-.01, continued)

adjusted for known and measurable changes. The percentage used to allocate among suppliers shall be
based on historical takes during the Computation Period, if appropriate; otherwise it shall be based
upon the best estimate of the Company. ‘ '

(9)  “Authority” shall mean Tennessee Regulatory Aﬁthority.

Authority: T.CA. §§65-2-102 and 65-4-104. Administrative History:  Original rule filed October 29, 1993;
effective March 1, 1994. Editorial changes made by the Secretary of State pursuant to Public Chapter 305 of 1995;
“Commission” and references to the “Commission” were changed to “Authority” and references to the
“Authority”; effective March 28, 2003. '

1220-4-7-.02 GENERAL PROVISIONS

(1)  These Purchased Gas Adjustment (PGA) Rules are intended to permit the company to recover, in
timely fashion, the total cost of gas purchased for delivery to its customers and to assure that the
Company does not over-collect or under-collect Gas Costs from its customers.

(2) These Rules are intended to apply to all Gas Costs incurred in connection with the purchase,
transportation and/or storage of gas purchased for general system suppbfr, including, but not limited to,
natural gas purchased from interstate pipeline transmission companies, producers, brokers, marketers,
associations, intrastate pipeline transmission companies, joint ventures, providers of liquefied natural
gas (LNG), liquefied petroleum gas (LPG), substitute, supplemental or synthetic natural gas (SNG),
and other hydrocarbons used as feed-stock, other distribution companies and end-users, whether or not
the Gas Costs are regulated by the Federal Energy Regulatory Commission and whether or not the

provider of the gas, transportation or storage is affiliated with the Company.

(3)  To the extent, practicable, any revision in the PGA shall be filed with the Authority no less than thirty
(30) days in advance of the proposed effective date and shall be accompanied by the computations and
information required by these Rules. It is recognized, however, that in many instances the Company
receives less than thirty (30) days notice from its suppliers and that other conditions may exist which
prevent the Company from providing thirty (30) days advance notice. Therefore, should
circumstances occur where information necessary for the determination of an adjustment under these
Rules is not available to the Company so that the thirty (30) days requirement can be met, the
Authority may permit the Company to place rates into effect with shorter advance notice, upon good
cause shown. g

(4)  The rates for gas service set forth in all of the Rate Schedules of the Company shall be adjusted
pursuant to the terms of the PGA, or any specified portion of the PGA as determined by individual
Rate Schedule(s). :

(5)  No provisions of these rules shall supersede any provision of a special contract approved. by the
Authority.

Authority: T.CA. §§65 -2-102 and 65-4-104. Administrative History: Original rule filed October 29, 1993;
effective March 1, 1994. Editorial changes made by the Secretary of State pursuant to Public Chapter 305 of 1995;
“Commission” and references to the “Commission” were changed to “Authority” and references to the
“Authority”; effective March 28, 2003.

1220-4-7-03  COMPUTATIONS AND APPLICATION OF THE PURCHASED GAS ADJUSTMENT
(PGA).

(1) The PGA shall consist of three major components: (a) the Gas Charge Adjustment; (b) the Refund
Adjustment and (c) the Actual Cost Adjustment (ACA).

July, 2003 (Revised)
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PURCHASED GAS ADJUSTMENT RULES CHAPTER 1220-4-7

(Rule 1220-4-7-.03, continued)

I4

(@  Computation of Gas Charge Adjustment. The Company shall compute the jurisdictional Gas
Charge Adjustment at such time that the Company determines that there is a significant change
in its Gas Costs.

1.

July, 2003 (Revised)

Formulas. The following formulas shall be used to compute the Gas Charge Adjustment:

()  Firm GCA =

D +DACA | - DB |+ ﬁa+T+SRi—CACA -CB
SF L ST

(i)  Non-Firm GCA

P+T+SRiCACA] - CB
ST

Definitions of Formula Components.

N

(i)  GCA =The Gas Charge Adjustment in dollars per Cef/Therm, rounded to no more
than five decimal places

(i) D= The sum of all fixed Gas Costs.

(i)  DACA = The demand portion of the ACA.

(iv) P =The sum of all commodity/gas charges,

(v) T =The sum of all transportation charges.

(vi) SR = The sum of all FERC approved surcharges.

(vii) CACA =The commodity portion of the ACA.

(viii) DB = The perunit of demand costs or other fixed charges included in base rates in
the most recently completed general rate case (which may be zero if the Company
so elects and the Authority so approves.)

(ix) CB = The per unit rate of variable Gas Costs included in base rates in the most
recently completed general rate case (which may be zero if the Company so elects

and the Authority so approves).

(X)  SF =Firm sales.

(xi) ST = Total sales.

Determination of Factots Gas Charge Adjustment.

(i)  Demand Charges (Factor D)




PURCHASED GAS ADJUSTMENT RULES CHAPTER 1220-4—'7’

(Rule 1220-4-7-.03, continued)

July, 2003 (Revised)

All fixed Gas Costs that do not vary with the amount of gas purchased or
transported, including, but not limited to, the product resulting from the
multiplication of (1) the respective Demand Billing Determinants by (2) the
respective supplier demand rates that are effective, known or reasonably
anticipated at the time the PGA is filed with the Authority and (3) any fixed
storage charges.

(i)  Demand Actual Cost Adjustment (Factor DACA)
See subsection (1)(c) Actual Cost Adjustment
(iii)  Purchased Commodity Charges (Factor P)

All commodity or other variable gas costs associated with the amount of gas
purchased or transported including, but not limited to, the product resulting from
the multiplication of (1) the respective Demand Billing Determinants by (2) the
respective supplier demand rates that are effective, known or reasonably
anticipated at the time the PGA is filed with the Authority and (3) any fixed
storage charges.

(iv) Transportation Charges (Factor T)

The transportation charges actually invoiced to the company during the
Computation Period or expected to be involved in the Company during the current
period.

(v)  FERC Approved Surcharges (Factor SR)

The sum of all FERC approved surcharges, including gas inventory charges or its
equivalent, actually invoiced or expected to be invoiced to the Company during
the Computation Period or that are effective, known or reasonably anticipated at

the time the PGA is filed with the Authority.
(vi) Actual Cost Adjustmént (f‘ actor ACA)

See subsection (1)(c) Actual Cost Adjustment.
(viii) Total Sales (Factor ST)

Total volumes billed to all the Company’s customers during the Computation
Period, regardless or source, adjusted for known measurable changes.

Modification of Formulas.

The formulas set forth above are not designed for use with two-part demand/commodity
rate schedules; however, the formulas may be modified form time to time to carry out the
intent of these PGA Rules. Any proposed modification to the formulas shall contain a
proposed effective date. The Authority may suspend the modification within thirty (30)
days of filing, in which case the proposed modification shall be subject to notice and

‘hearing; otherwise, the modification to the formula shall be effective on the proposed

effective date.

Filing with the Authority.




PURCHASED GAS ADJUSTMENT RULES CHAPTER 1220-4-7

s (Rule 1220-4-7-.03, continued)
(i)  The computation of the Gas Charge Adjustment shall be filed in accordance with
the notice requirements specified in Rule 1220-4-7-.02(3) shall remain in effect
- until a revised Gas Charge Adjustment is computed and filed pursuant to these
Rules.

(i)  The Company shall file with the Authority a transmittal letter, an exhibit showing
the computation of the Gas Charge Adjustment, a PGA tariff sheet, and any
applicable revised tariff sheets issued by suppliers. The transmittal letter shall state
the PGA tariff sheet number, the service area(s), the primary reasons for revision,
and the effective date.

(iii)  If the Company proposes to recover any Gas Costs relating to (1) any payments to
an affiliate or (2) any payments to a nonaffiliate for emergency gas, over-run
charges, or (3) the payment of any demand or fixed charges in connection with an

! increase in contract demand, the Company must file with the Authority a statement
setting forth the reasons why such charges were incurred and sufficient
information to permit the Authority to determine if such payments were prudently
made under the conditions which existed at the time the purchase decisions were
made.

(iv)  Any filing of a rate change under these Rules shall be effective on the ‘proposed
effective date unless the Authority shall act to suspend the proposed change within
thirty (30) days after the filing, in which case the filing shall be subject to notice
and hearing. '

(b)  Refund Adjustment. The Refund Adjustment shall be separately stated for firm and non-firm
customers, and may be either positive or negative.

s’

1. Computation of Refund Adjustment. The Company shall compute a Refund Adjustment
on the last day of each calendar quarter using the following formulas:

(i) Firm RA = [DRL-DRZJ + [CRI-CMiCRBiiJ
SFR STR

(i) Non-Firm RA = ( CRI1-CR2+CR3 +i
STR

2: Déﬁm'tions of Formula Components.

(i) RA = the Refund Adjustment in dollars per Ccf/therm, rounded to no more than
five decimal places.

(i) DRI = Demand refund not included in a currently effective Refund Adjustment
and received from suppliers by check, wire transfer. or credit memo.

(iii) " DR2 = a demand surcharge from a supplier not includable in the Gas Charge
Adjustment, and not included in a currently effective refund adjustment.

(iv) CR1 = Commodity refund not included in a currently effective Refund
Adjustment, and received form suppliers by check, wire transfer, or credit memo.

(v) CR2=A commodity surcharge from a supplier not includable in the Gas Charge
Adjustment, and not included in a currently effective Refund Adjustment.

(vi)  CR3 = The residual balance of an expired Refund Adjustment.

July, 2003 (Revised) 5




PURCHASED GAS ADJUSTMENT RULES CHAPTER 1220-4-7

s (Rule 1220-4-7-.03, continued)

-

(vii) I = Interest on the “Refund Due Customers’ Account”, using the average monthly
balance based on the beginning and ending monthly balances. The interest rates
for each calendar quarter used to compute such interest shall be a rate equal to the
arithmetic mean (to the nearest one-hundredth of one percent) of the prime rate
value published in the “Federal Reserve Bulletin” or in the Federal Reserve’s
“Selected Interest Rates” for the 4th, 3rd and 2nd months preceding the 1st month
of the calendar quarter.

(viii) SFR = Firm sales as defined in the Gas Charge Adjustment computations, less
sales under a transportation or negotiated rate schedule.

(ix) STR = Total sales as defined in the Gas Charge Adjustment computation, less
sales under a transportation or negotiated rate schedule.

Modification of Formula. The formulas set forth above are not designed for use with
two-part demand/commodity rate schedules; however, the formulas may be modified
from time to time to carry out the intent of these PGA Rules. Any proposed modification
to the formulas shall contain a proposed effective date. The Authority may suspend the
modification within thirty (30) days of filing, in which case the proposed modification
shall be subject to notice and hearing; otherwise, the modification to the formula shall be

effective on the proposed effective date.
Filing with the Authority.

()  The computation of the Refund adjustment shall be filed in accordance with the
notice requirements specified in Rule 1220-4-7-.02(3) and shall remain in effect
for a period of twelve ( 12) months or for such longer or shorter period of time as
required to appropriately refund the applicable refund amount.

(i)  The company shall file with the Authority a transmittal letter, exhibits showing the
computation of the Refund Adjustment and interest calculations, and a PGA tariff
sheet. The transmittal letter shall state the PGA tariff sheet number, the service
area(s), the reason for adjustment, and the effective date. Should the Company
have a Gas Charge Adjustment filing to become effective the same date as a
Refund Adjustment, a separate transmittal letter and PGA tariff sheet shall not be
necessary.

(© Actual Cost Adjustment.

July, 2003 (Revised)

1.

Commencing with the initial effective date of these Rules, the Company shall calculate
the ACA monthly. The Company shall be required to include the ACA in its calculation
of the Gas Charge Adjustment at least monthly. Should the Company or Authority staff
determine it appropriate to include the ACA in the Gas Charge Adjustment more
frequently than once per year, then the company may be allowed/directed to do so. The
Authority shall resolve disputes between the Company and the Staff regarding timing of
such ACAs.

The ACA shall be the difference between (1) revenues billed customers by means of the
Gas Charge Adjustment and (2) the cost of gas invoiced the Company by suppliers plus
margin loss (if allowed by order of the Authority in another docket) as reflected in the

‘Deferred Gas Cost account. The balance of said account shall be adjusted for interest at

the rate provided for the calculation of interest with respect to the Refund Adjustment.
The ACA shall be segregated into demand and commodity, and shall be added to or
deducted from, as appropriate, the respective demand and commodity costs included in
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PURCHASED GAS ADJUSTMENT RULES | CHAPTER 1220-4-7
(Rule 1220-4-7-,03, continued) |

the Gas Charge Adjustment. Supplemental sheets showing the calculations of -margin
losses and cost savings shall also be provided.

3. Adjustments to Prior Period ACAs. In the event that circumstances warrant a correction
to or restatement of a prior period ACA, such correction or restatement shall be made in
accordance with the ACA calculation in effect for the time period(s) to which the
correction or restatement relates. The resulting adjustment shall then be added to or
deducted from the appropriate ACA in the next ensuing ACA filing with the Authority.

(2)  Annual Filing with the Authority. Each year, the Company shall file with the Authority an annual
report reflecting the transactions in the Deferred Gas Cost Account. Unless the Authority provides

Authority: T.CA. §§65-2-102 and 65-4-] 04. Administrative History:  Original rule filed October 29, 1993;
effective March 1, 1994. Editorial changes made by the Secretary of State pursuant to Public Chapter 305 of 1995;
“Commission” and references to the “Commission” were changed to “Authority” and references to the
“duthority”; effective March 28, 2003.

1220-4-7-.04 . GAS COST ACCOUNTING. To appropriately match revenues with cost of purchased gas as
contemplated under these Rules, the Company shall originally record the cost of purchased gas in a “Deferred Gas
Cost” account. Monthly, the Company shall debit “Natural Gas Purchases™ with an amount equal to any gas cost
component included in the Company’s base tariff rates (base rate) plus the PGA rate, as calculated hereunder,

Authority: T.CA. §§65-2-102 and 65-4-104. Administrative History: Original rule filed October 29, 1993;
effective March 1, 1994,

1220-4-7-.05 AUDIT OF PRUDENCE OF GAS PURCHASES.

(1)  The audit of prudence of gas purchases shall apply to Class A gas companies only. Class A gas
company shall mean a local gas distribution company having annual gas operating revenues of two
million five hundred thousand dollars ($2,500,000) or more.

(a)  Unless otherwise ordered by the Authority, the Staff and the LDCs shall prepare and issue a
request for proposals and after reviewing the proposals, recommend to the Authority a qualified
consultant to evaluate and report annually on the prudence of any gas costs included in the
PGA. Subject to the approval of the Authori > & contract to perform the audit shall be awarded
to the consultant to cover at least two consecutive annual audits.

1. The scope of the evaluation shall be agreed to by the Staff and the LDCs and shall
include guidelines to be used by the consultant in performing any such prudence review.

2. Before selecting a consultant, the Staff and the LDCs shall determine the maximum

amount to be paid for the audits that will be included in the contract. Each LDC shall pay
to the consultant an equal portion of the cost of the audit(s). - ; :

3. The amount paid to the consultant by an LDC shall be recorded in the LDC’s Deferred
Gas Cost Account and shall be recovered through the procedures set forth in these PGA
rules. '

(b)  Each LDC shall file a non-binding gas purchase plan with the Authority at least annually.

July, 2003 (Revised) 7
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(Rule 1220-4-7-,05,

©

continued)
1. An LDC may, at its option, update the plan whenever it deems appropriate.

2. The gas purchase plan shall inchude a general statement of the company’s gas purchasing
policies (e.q., the consideration given by the Company to the cost of gas, the security of
the gas supply, the ability to obtain deliverability of the gas and other factors deemed
relevant by the Company) which are established under the guidelines adopted under
subsection (1)(a) of this Rule.

3. All such plans shall be confidential and may be filed under appropriate protective orders.

In connection with. the filing of the annual report of transactions in the Deferred Gas Cost
Account required by Rule 1220-4-7-.03(2), each Class A" LDC shall file a summary report
detailing its gas purchasing practice during the period covered by the annual report. This
requirement may be satisfied by the inclusion of such summary report information in the
consultant’s report that is required under section (1) of this Rule.

1. Within ninety (90) days after receipt of the gas purchase practices report information and
the consultant’s report, the Authority, in its discretion, may order a hearing to review the
prudence of an LDC’s gas purchasing practices and subject to the hearing, order the LDC
to refund any imprudent gas costs collected under the provisions of the PGA Rules
during the annual period under review. Any such order shall be subject to appeal in
accordance with applicable law.

(3)  If the Authority does not order a hearing within the ninety (90) day period, the LDC gas purchasing
practices shall be deemed prudent.

Authority: T.C.A. §§65 -2-102 and 65-4-104. Administrative History: Original rule filed October 29, 1993;
effective March 1, 1994. Editorial changes made by the Secretary of State pursuant to Public Chapter 305 of 1995;
“Commission” and references to the “Commission” were changed to “Authority” and references to the
“duthority”; effective March 28, 2003. ’

July, 2003 (Revised)
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“Gas Costs” shall mean the total delivered cost of gas paid or to be paid to Suppliers, including, but not
limited to, all commodity/gas charges, demand charges, peaking charges, surcharges, emergency gas
purchases, over-run charges, capacity charges, standby charges, gas inventory charges, minimum bill
charges, minimum take charges, take-or-pay charges and take-and-pay charges, storage charges,
service fees and transportation charges and any other similar charges which are paid by the Company
to its gas suppliers in connection with the purchase, storage or transportation of gas for the Company’s
system supply. ‘

“Company” or “LDC” shall mean local gas distribution company regulated by the Tennessee
Regulatory Authority.

“Fixed Gas Costs” shall mean all Gas Costs based on the Company’s right to demand gas or
transportation on a daily or seasonal peak; but unless otherwise ordered by the Authority, shall not
include other charges paid for gas reserve dedication (e.g., reservation fees and gas inventory charges),
minimum bill charges, minimum take charges, overrun charges. Emergency gas charges, take-or-pay

and take-and-pay charges (all of which shall be considered commodity costs).

“Gas Charge Adjustment’ shall mean the per unit amount billed by the Company to its customers
solely for Gas Costs. The Gas Charge Adjustment shall be separately stated for firm customers and for
non-firm customers.

“Suppliers” shall mean any person or entity, including affiliates of the Company, who locates,
purchases, sells, stores and/or transports natural gas or its equivalent for or on behalf of the Company.
Suppliers may include, but not be limited to interstate pipeline transmission companies, producers,
brokers, marketers, associations, intrastate pipeline transmission companies, joint ventures, providers
of liquefied natural gas (LNG), liquefied petroleum gas (LPG), substitute, supplemental or synthetic
natural gas (SNG), and other hydrocarbons used as feed-stock, other distribution companies and end-
users. '
“Computation Period” shall mean the twelve (12) month period utilized to compute Gas Costs. Such
period shall be the twelve (12) month period ending on the last day of a month which is no more than
62 days prior to the filing date of a Purchased Gas Adjustment (PGA).

“Demand Billing Determinants” shall mean the annualized volumes for which the Company has
contracted with Suppliers as of the first day of the Filing Month.

“Commodity Billing Determinants” shall mean the total metered throughput, regardless of source,
during the Computation Period, adjusted for known and measurable changes. Should the Company
expect to purchase commodity gas from several suppliers, the company shall allocate to each supplier
a percentage of the total metered throughput, regardless of source, during the Computation Period,

July, 2003 (Revised) 1
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(Rule 1220-4-7-.01, continued)

adjusted for known and measurable changes. The percentage used to allocate among suppliers shall be
based on historical takes during the Computation Period, if appropriate; otherwise it shall be based
upon the best estimate of the Company.

(9)  “Authority” shall mean Tennessee Regulatory Authority.

Authority: T.CA. §§65-2-102 and 65-4-104. Administrative History: Original rule filed October 29, 1993,
effective March 1, 1994. Editorial changes made by the Secretary of State pursuant to Public Chapter 305 of 1995;
“Commission” and references to the “Commission” were changed to “duthority” and references to the
“duthority”; effective March 28, 2003. k

1220-4-7-.02 GENERAL PROVISIONS,

(1)  These Purchased Gas Adjustment (PGA) Rules are intended to permit the company to recover, in
timely fashion, the total cost of gas purchased for delivery to its customers and to assure that the
Company does not over-collect or under-collect Gas Costs from its customers.

(2)  These Rules are intended to apply to all Gas Costs incurred in connection with the purchase,
transportation and/or storage of gas purchased for general system supply, including, but not limited to,
natural gas purchased from interstate pipeline transmission companies, producers, brokers, marketers,
associations, intrastate pipeline transmission companies, joint ventures, providers of liquefied natural
gas (LNG), liquefied petroleum gas (LPG), substitute, supplemental or synthetic natural gas (SNG),

(3)  To the extent, practicable, any revision in the PGA shall be filed with the Aauthority no less than thirty
(30) days in advance of the proposed effective date and shall be accompanied by the computations and

prevent’ the Company from providing thirty (30) days advance notice. Therefore, should
circumstances occur where information necessary for the determination of an adjustment under these
Rules is not available to the Company so that the thirty (30) days requirement can be met, the
Authority may permit the Company to place rates into effect with shorter advance notice, upon good
cause shown.

(4)  The rates for gas service set forth in all of the Rate Schedules of the Company shall be adjusted
pursuant to the terms of the PGA, or any specified portion of the PGA as determined by individual
Rate Schedule(s). '

(5)  No provisions of these rules shall supersede any provision of a special contract approved by the
Authority.

Authority: T.CA. $$65 -2-102 and 65-4-104. Administrative History:  Original rule Siled October 29, 1993;
effective March 1, 1994. Editorial changes made by the Secretary of State pursuant to Public Chapter 305 of 1995;
“Commission” and references to the “Commission” were changed to “Authority” and references to the
“Authority”; effective March 28, 2003.

1220-4-7-03 COMPUTATIONS AND APPLICATION OF THE PURCHASED GAS ADJUSTMENT
(PGA).

(1)  The PGA shall consist of three major components: (a) the Gas Charge Adjustment; (b) the Refund
Adjustment and (c) the Actual Cost Adjustment (ACA). '

July, 2003 (Revised)
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CHAPTER 1220-4-7

(a)  Computation of Gas Charge Adjustment. The Company shall compute the Jjurisdictional Gas
Charge Adjustment at such time that the Company determines that there is a significant change
in its Gas Costs.

Tuly, 2003 (Revised)

1.

Formulas. The following formulas shall be used to compute the Gas Charge Adjustment:

(i)  Firm GCA =
D +DACA | - DB |+ ﬁ:+T+SRiCACA -CB
SF L ST |
(i) Non-Firm GCA

P+T+SR¢CACA7 -CB
ST

Definitions of Formula Components.

@

(i)
(iii)
(iv)

™

(i)
(vii)

(viii)

(ix)

x)
(xi)

GCA = The Gas Charge Adjustment in dollars per Ccf/Therm, rounded to no more
than five decimal places

D = The sum of all fixed Gas Costs.

DACA = The demand portion of the ACA.

P =The sum of all commodity/gas charges.

T = The sum of all transportation charges.

SR = The sum of all FERC approved surcharges.

CACA = The commodity portion of the ACA.

DB = The per unit of demand costs or other fixed charges included in base rates in
the most recently completed general rate case (which may be zero if the Company

so elects and the Authority so approves.)

CB = The per unit rate of variable Gas Costs included in base rates in the most

recently completed general rate case (which may be zero if the Company so elects
and the Authority so approves).

SF = Firm sales.

ST = Total sales.

Determination of F actors Gas Charge Adjustment.

®

Demand Charges (Factor D)
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(Rule 1220-4-7-.03, continued)

July, 2003 (Revised)

All fixed Gas Costs that do not vary with the amount of gas purchased or
transported, including, but not limited to, the product resulting from the
multiplication of (1) the respective Demand Billing Determinants by (2) the
respective supplier demand rates that are effective, known or reasonably
anticipated at the time the PGA is filed with the Authority and (3) ‘any fixed
storage charges. '

(i) Demand Actual Cost Adjustment (Factor DACA)
See subsection (1)(c) Actual Cost Adjustment
(iii)  Purchased Commodity Charges (Factor P)

All commodity or other variable 8as costs associated with the amount of gas
purchased or transported including, but not limited to, the product resulting from
the multiplication of (1) the respective Demand Billing Determinants by (2) the
respective supplier demand rates that are effective, known or reasonably
anticipated at the time the PGA is filed with the Authority and (3) any fixed
storage charges.

(iv)  Transportation Charges (Factor T)

The transportation charges actually invoiced to the company during the
Computation Period or expected to be involved in the Company during the current

period.
(v)  FERC Approved Surcharges (Factor SR)

The sum of all FERC approved surcharges, including gas inventory charges or its
equivalent, actually invoiced or expected to be invoiced to the Company during
the Computation Period or that are effective, known or reasonably anticipated at
the time the PGA is filed with the Authority.

(vi)  Actual Cost Adjustment (Factor ACA)
See subsection (1)(c) Actual Cost Adjustment.
(viii) Total Sales (Factor ST)

Total volumes billed to all the Company’s custorers during the Computation
Period, regardless or source, adjusted for known measurable changes.

Modification of Formulas.

The formulas set forth above are not designed for use with two-part demand/commodity
rate schedules; however, the formulas may be modified form time to time to carry out the
intent of these PGA Rules. Any proposed modification to the formulas shall contain a
proposed effective date. The Authority may suspend the modification within thirty (€]
days of filing, in which case the proposed modification shall be subject to notice and
hearing; otherwise, -the modification to the formula shall be effective on the proposed
effective date.

Filing with the Authority.
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(Rule 1220-4-7-.03, continued)

(i)  The computation of the Gas Charge Adjustment shall be filed in accordance with
the notice requirements specified in Rule 1220-4-7-.02(3) shall remain in effect
until a revised Gas Charge Adjustment is computed and filed pursuant to these
Rules.

(i)  The Company shall file with the Authority a transmittal letter, an exhibit showing
the computation of the Gas Charge Adjustment, a PGA tariff sheet, and any
applicable revised tariff sheets issued by suppliers. The transmittal letter shall state
the PGA tariff sheet number, the service area(s), the primary reasons for revision,
and the effective date. : '

(iii)  If the Company proposes to recover any Gas Costs relating to (1) any payments to
an affiliate or (2) any payments to a nonaffiliate for emergency gas, over-run
charges, or (3) the payment of any demand or fixed charges in connection with an
increase in contract demand, the Company must file with the Authority a statement
setting forth the reasons why such charges were incurred and sufficient
information to permit the Authority to determine if such payments were prudently
made under the conditions which existed at the time the purchase decisions were
made.

(iv)  Any filing of a rate change under these Rules shall be effective on the proposed
effective date unless the Authority shall act to suspend the proposed change within
thirty (30) days after the filing, in which case the filing shall be subject to notice
and hearing.

(b)  Refund Adjustment. The Refund Adjustment shall be separately stated for firm and non-firm
customers, and may be either positive or negative.

1.

July, 2003 (Revised)

Computation of Refund Adjustment. The Company shall compute a Refund Adjustment
on the last day of each calendar quarter using the following formulas:

(i) Firm RA = (DRL-DRZJ + [CRl-CRziCRsiiJ
SFR STR

(ii) Non-Firm RA = rCRl ~CR2tCR3 +ij
STR

Definitions of Formula Components.

() RA = the Refund Adjustment in dollars per Ccf/therm, rounded to no more than
five decimal places.

(1) DRI = Demand refund not included in a currently effective Refund Adjustment
and received from suppliers by check, wire transfer. or credit memo. '

(iii) DR2 = a demand surcharge from a supplier not includable in the Gas Charge
Adjustment, and not included in a currently effective refund adjustment.

(iv) CR1 = Commodity refund not included in a currently effective Refund
Adjustment, and received form suppliers by check, wire transfer, or credit memo.

(v)’ CR2=A commodity surcharge from a supplier not includable in the Gas Charge
Adjustment, and not included in a currently effective Refund Adjustment.

(vi)  CR3 = The residual balance of an expired Refund Adjustment.
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(Rule 1220-4-7-.03, continued)

(vii) I = Interest on the “Refund Due Customers’ Account”, using the average monthly
balance based on the beginning and ending monthly balances. The interest rates
for each calendar quarter used to compute such interest shall be a rate equal to the
arithmetic mean (to the nearest one-hundredth of one percent) of the prime rate
value published in the “Federal Reserve Bulletin” or in the Federal Reserve’s
“Selected Interest Rates” for the 4th, 3rd and 2nd months preceding the 1st month
of the calendar quarter.

(viii) SFR = Firm sales as defined in the Gas Charge Adjustment computations, less
sales under a transportation or negotiated rate schedule.

(ix) STR = Total sales as defined in the Gas Charge Adjustment computation, less
sales under a transportation or negotiated rate schedule.

Modification of Formula. The formulas set forth above are not designed for use with
two-part demand/commodity rate schedules; however, the formulas may be modified
from time to time to carry out the intent of these PGA Rules. Any proposed modification
to the formulas shall contain a proposed effective date. The Authority may suspend the
modification within thirty (30) days of filing, in which case the proposed modification
shall be subject to notice and hearing; otherwise, the modification to the formula shall be
effective on the proposed effective date.

Filing with the Authority.

(i)  The computation of the Refund adjustment shall be filed in accordance with the
notice requirements specified in Rule 1220-4-7-.02(3) and shall remain in effect
for a period of twelve (12) months or for such longer or shorter period of time as
required to appropriately refund the applicable refund amount.

(i)  The company shall file with the Authority a transmittal letter, exhibits showing the
computation of the Refund Adjustment and interest calculations, and a PGA tariff
sheet. The transmittal letter shall state the PGA tariff sheet number, the service
area(s), the reason for adjustment, and the effective date. Should the Company
have a Gas Charge Adjustment filing to become effective the same date as a
Refund Adjustment, a separate transmittal letter and PGA tariff sheet shall not be
necessary.

(©)  Actual Cost Adjustment.

July, 2003 (Revised)

1.

Commencing with the initial effective date of these Rules, the Company shall calculate
the ACA monthly. The Company shall be required to include the ACA in its calculation
of the Gas Charge Adjustment at least monthly. Should the Company or Authority staff
determine it appropriate to include the ACA in the Gas Charge Adjustment more
frequently than once per year, then the company may be allowed/directed to do so. The
Authority shall resolve disputes between the Company and the Staff regarding timing of
such ACAs. ;

The ACA shall be the difference between (1) revenues billed customers by means of the
Gas Charge Adjustment and (2) the cost of gas invoiced the Company by suppliers plus
margin loss (if allowed by order of the Authority in another docket) as reflected in the
Deferred Gas Cost account. The balance of said account shall be adjusted for interest at
the rate provided for the calculation of interest with respect to the Refund Adjustment.
The ACA shall be segregated into demand and commodity, and shall be added to or
deducted from, as appropriate, the respective demand and commodity costs included in
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the Gas Charge Adjustment. ‘Supplemental sheets showing the calculations of margin
losses and cost savings shall also be provided.

3. Adjustments to Prior Period ACAs. In the event that circumstances warrant a correction
to or restatement of a prior period ACA, such correction. or restatement shall be made in
accordance with the ACA calculation in effect for the time period(s) to which the
correction or restatement relates. The resulting adjustment shall then be added to or
deducted from the appropriate ACA in the next ensuing ACA filing with the Authority.

(2)  Annual Filing with the Authority. Each year, the Company shall file with the Authority an annual
report reflecting the transactions in the Deferred Gas Cost Account. Unless the Authority provides
written notification to the Company within one hundred eighty (180) days from the date of filing the
report, the Deferred Gas Cost Adjustment Account shall be deemed in compliance with the provisions
of these Rules. This 180 day notification period may be extended by mutual consent of the Company
and the Authority Staff or by order of the Authority. ' :

Authority: T.C.A. §§65-2-102 and 65-4-104. Administrative History: Original rule filed October 29, 1993;
effective March 1, 1994. Editorial changes made by the Secretary of State pursuant to Public Chapter 305 of 1995;
“Commission” and references to the “Commission” were changed to “Authority” and references to the
“Authority”’; effective March 28, 2003.

1220-4-7-04 GAS COST ACCOUNTING. To appropriately match revenues with cost of purchased gas as
contemplated under these Rules, the Company shall originally record the cost of purchased gas in a “Deferred Gas
Cost” account. Monthly, the Company shall debit “Natural Gas Purchases” with an amount equal to any gas cost
component included in the Company’s base tariff rates (base rate) plus the PGA rate, as calculated hereunder,
multiplied by the appropriate volumes sold or billed to customers. The corresponding monthly credit entry shall be
made to the “Deferred Gas Cost” account. '

Authority: T.CA. §§65—2—ID2 and 65-4-104. Administrative History: Original rule filed October 29, 1993;

effective March 1, 1994.
1220-4-7-.05 AUDIT OF PRUDENCE OF GAS PURCHASES.

(1)  The audit of prudence of gas purchases shall apply to Class A gas companies only. Class A gas
company shall mean a local gas distribution company having annual gas operating revenues of two
million five hundred thousand dollars ($2,500,000) or more;

(@  Unless otherwise ordered by the Authority, the Staff and the LDCs shall prepare and issue a
request for proposals and after reviewing the proposals, recommend to the Authority a qualified
consultant to evaluate and report annually on the prudence of any gas costs included in the
PGA. Subject to the approval of the Authority, a contract to perform the audit shall ‘be awarded
to the consultant to cover at least two consecutive annual audits.

1. The scope of the evaluation shall be agreed to by the Staff and the LDCs and shall
include guidelines to be used by the consultant in performing any such prudence review.

2. Before selecting a consultant, the Staff and the LDCs shall determine the maximum
amount to be paid for the audits that will be included in the contract. Each LDC shall pay
to the consultant an equal portion of the cost of the audit(s). |

3. The amount paid to the consultant by an LDC shall be recorded in the LDC’s Deferred
Gas Cost Account and shall be recovered through the procedures set forth in these PGA
rules.

(b)  Each LDC shall file a non-binding gas purchase plan with the Authority at least annually.

July, 2003 (Revised)
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. (Rule 1220-4-7-.05, continued)

1. An LDC may, at its option, update the plan whenever it deems appropriate.

2. The gas purchase plan shall include a general statement of the company’s gas purchasing
policies (e.q., the consideration given by the Company to the cost of gas, the security of
the gas supply, the ability to obtain deliverability of the gas and other factors deemed.
relevant by the Company) which are established under the guidelines adopted under
subsection (1)(a) of this Rule. '

3. All such plans shall be confidential and may be filed under appropriate protective orders.

(©

In connection with the filing of the annual report of transactions in the Deferred Gas Cost
Account required by Rule 1220-4-7-.03(2), each Class A LDC shall file a summary report
detailing its gas purchasing practice during the period covered by the annual report. This
requirement may be satisfied by the inclusion of such summary teport information in the
consultant’s report that is required under section (1) of this Rule.

1.

‘Within ninety (90) days after receipt of the gas purchase practices report information and

the consultant’s report, the Authority, in its discretion, may order a hearing to review the
prudence of an LDC’s gas purchasing practices and subject to the hearing, order the LDC
to refund any imprudent gas costs collected under the provisions of the PGA Rules
during the annual period under review. Any such order shall be subject to appeal in
accordance with applicable law.

(3)  If the Authority does not order a hearing within the ninety (90) day period, the LDC gas purchasing
practices shall be deemed prudent. '

- Authority: T.C.A. §§65 -2-102 and 65-4-104. Administrative History: Original rule filed October 29, 1993;
J effective March 1, 1994. Editorial changes made by the Secretary of State pursuant to Public Chapter 305 of 1995;

“Commission” and references to the “Commission” were changed to “Authority” and references to the
“Authority”; effective March 28, 2003.

July, 2003 (Revised)



CHATTANOOGA GAS COMPANY
GAS TARIFF
TRA NO. 1 FIRST REVISED SHEET NO.50

PURCHASED GAS ADJUSTMENT PROVISION PURSUANT TO RULE 401.12 OF

THE TENNESSEE REGULATORY AUTHORITY RULES AND REGULATIONS
s Rl AL ORI RULKES AND REGULATIONS

L GENERAL PROVISIONS

A, This Purchased Gas Adjustment (PGA) Rider is intended to permit the Company to recover, in a
timely fashion, the total cost of gas purchased for delivery to its customers and to assure that the
Company does not over-collect or under-collect Gas Costs from its customers.

B. This Rider is intended to apply to all Gas Costs incurred in connection with the purchase,
transportation and/or storage of gas purchased for general system supply, including, but not
limited to, natural gas purchased from interstate pipeline transmission companies, producers,
brokers, marketers, associations, intrastate pipeline transmission companies, joint ventures,
providers of liquefied natural gas (LNG), liquefied petroleum gas (LPG), substitute,
supplemental or synthetic natural gas (SNG), and other hydrocarbons used as feed-stock, other
distribution companies and end-users, whether or not the Gas Costs are regulated by the Federal
Energy Regulatory Authority and whether or not the provider of the gas, transportation or -
storage is affiliated with the Company.

C. To the extent practicable, any revision in the PGA shall be filed with the Authority no less than
thirty (30) days in advance of the proposed effective date and shall be accompanied by the
computations and information required by this Rider. It is recognized, however, that in many
instances the Company receives less than 30 days notice from its Suppliers and that other
conditions may exist which may. prevent the Company from providing 30 days advance notice.
Therefore, should circumstances occur where information necessary for the determination of an
adjustment under this Rider is not available to the Company so that the thirty (30) days
requirement may be met, the Company may, upon good cause shown, be permitted to place such
rates into effect with shorter advance notice.

D. The rates for gas service set forth in all of the Rate Schedules of the Company shall be adjusted
pursuant to the terms of the PGA, or any specified portion of the PGA as determined by
individual Rate Schedule(s).

D No provision of this Rider shall supersede any provision of a Special Contract approved by the
Authority.

II. DEFINITIONS

A. “ Gas Costs” shall mean the total delivered cost of gas paid or to be paid to Suppliers, including,
but not limited to, all commodity/gas charges, demand charges, peaking charges, surcharges,
emergency gas purchases, over-run charges, capacity charges, standby charges, gas inventory
charges, minimum bill charges, minimum take charges, take-or-pay charges and take-and-pay
charges (except as provided below), storage charges, service fees and transportation charges and
any other similar charges which are paid by the Company to its gas suppliers in connection with
the purchase, storage or transportation of gas for the Company's system supply.

B. “ Fixed Gas Costs” shall mean all Gas Costs based on the Company's right to demand gas or
transportation on a daily or seasonal peak; but unless otherwise ordered by the Authority, shall
not include other charges paid for gas reserve dedication (e.g., reservation fees and gas inventory
charges), minimum bill charges, minimum take charges, over-run charges, emergency gas
charges, take-or-pay charges or take-and-pay charges (all of which shall be considered
commodity costs).

ISSUED: OCTOBER 12, 1998 ‘ EFFECTIVE: NOVEMBER 1, 1998




CHATTANOOGA GAS COMPANY
GAS TARIFF

TRANO. 1 FIRST REVISED SHEET NO.50A

PURCHASED GAS ADJUSTMENT PROVISION (Continued)

C. “ Gas Charge Adjustment” shall mean the per unit amount billed by the Company to its customers
solely for Gas Costs. The Gas Charge Adjustment shall be separately stated for firm customers and
for non-firm customers.

D. “ Suppliers” shall mean any person or entity, including affiliates of the Company, who locates,
purchases, sells, stores and/or transports natural gas or its equivalent for or on behalf of the Company.
Suppliers may include, but not be limited to, interstate pipeline transmission companies, producers,
brokers, marketers, associations, intrastate pipeline transmission companies, joint ventures, providers
of LNG, LPG, SNG, and other hydrocarbons used as feed-stock, other distribution companies and
end-users.

E. “ Computation Period" shall mean the twelve (12) month period utilized to compute Gas Costs.
Such period shall be the twelve (12) month period ending on the last day of a month which is no more
than 62 days prior to the filing date of a PGA.

F. “ Demand Billing Determinants” shall mean the annualized volumes for which the Company has
contracted with Suppliers as of the first day of the Filing Month.

G. “ Commodity Billing Determinants” shall mean the total metered throughput, regardless of source,
during the Computation Period, adjusted for known and measurable changes. Should the Company
expect to purchase commodity gas from several Suppliers, the Company shall allocate to each
supplier a percentage of the total metered throughput, regardless of source, during the Computation
Period, adjusted for known and measurable changes. The percentage used to allocate among Suppliers
shall be based on historical takes during the Computation Period, if appropriate; otherwise it shall be
based upon the best estimate of the Company.

H. “ Filing Month” shall mean the month in which a proposed revision is to become effective.

1L COMPUTATION AND APPLICATION OF THE PGA

The PGA shall consist of three major components: (1) the Gas Charge Adjustment; (2) the Refund Adjustment;
and (3) the Actual Cost Adjustment (ACA).

A Computaﬁdn of Gas Charge Adjustment.

The Company shall compute the Jurisdictional Gas Charge Adjﬁstment at such time that the Company
determines that there is a significant change in its Gas Costs.

1. Formulas. The following formulas shall be used to compute the Gas Charge

FirmGCA = || 2EDACAY_ o1 P+T+SRiCACA)_CB
SF ST

Non— FirmGCA = (P T+ SR CACAJ —-CB

ST

ISSUED: OCTOBER 12, 1998 ; EFFECTIVE: NOVEMBER 1, 1998
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CHATTANOOGA GAS COMPANY
GAS TARIFF :

TRANO. 1 ‘ . FIRST REVISED SHEET NO.50B
" PURCHASED GAS ADJUSTMENT PROVISION (Continued)

2. Definitions of Formula Components.
GCA = The Gas Charge Adjus,tment in dollars per CCF/Therm,
: rounded to no more than five decimal places.
D = The sum of all fixed Gas Costs.
DACA = The demand portion of the ACA.
P = The, sum of all commodity/gas charges.
T = The, sum of all transportation charges.
SR = The sum of all FERC approved surcharges.
CACA = The commodity p‘ortion of the ACA.
DB = The per unit rate of demand costs or other fixed charges

included in base rates in the most recently completed
general rate case (which may be zero if the Company so
elects and the Authority so approves).

CB = The per unit rate of variable Gas Costs included in base
rates in the most recently completed general rate case
(which may be zero if the Company so elects and the

Authority so approves).
SF: = Firm sales.
ST = Total sales.
3. - Determination of Factors for Gas Charge Adjustment.
a. Demand Charges (Factor D)

All fixed Gas Costs that do not vary with the amount of gas purchased or
transported, including, but not limited to, the product resulting from the
multiplication of (1) the respective Demand Billing Determinants by (2) the
demand rates effective the first day of the Filing Month and (3) any fixed
storage charges.

b. Demand Actual Cost Adjustment (Factor DACA)

See Subsection C of Section I1I.

ISSUED: OCTOBER 12, 1998 EFFECTIVE: NOVEMBER T, 1998
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CHATTANOOGA GAS COMPANY

GAS TARIFF
TRA NO. 1

FIRST REVISED SHEET NO.50

PURCHASED GAS ADJUSTMENT PROVISION (Cohtinued)
c. Purchased Commodity Charges (Factor P)

All commodity or other variable gas costs associated with the amount of gas
purchased or transported including, but not limited to, the product resulting
from the multiplication of (1) the respective Commodity Billing Determinants
by (2) the respective supplier's commodity/gas rate which are known, or if not
known which are reasonably anticipated, to be in effect on the first day of the
Filing Month.

d. Transportation Charge (Factor T
The transportation charges actually invoiced to the Company during the
Computation Period or expected to be invoiced to the Company during the
current period. A '

€. FERC Approved Surcharges (Factor SR) ,
The sum of all FERC approved surcharges, including gas inventory charges or
its equivalent, actually invoiced or expected to be invoiced to the Company
during the Computation Period or to be effective the first day of the Filing
Month by respective Suppliers. o

f. Annual Cost Adjustment (Factor ACA)
See Subsection C of Section I1L.

. Firm Sales (Factor SF)
- Total volumes billed to the Company's firm customers during the Computation
Period, regardless of source, adjusted for known and measurable changes.

h. Total Sales (Factor ST)
Total volumes billed to all the Company's customers during the Computation
Period, regardless of source, adjusted for known measurable changes.

Modification of Formulas.

The formulas set forth above are not designed for use with two-part demand/commodity
rate schedules; therefore, the formulas may be modified for use with such rate schedules.
In addition, the formulas may be modified from time to time to carry out the intent of
this PGA Rider. Any amendment to the formulas shall be effective on the proposed
effective date of the amendment unless the Authority shall act to suspend the proposed
amendment within thirty days after the filing of the proposed amendment, in which case
the proposed amendment shall be subject to notice and hearing.

ISSUED: OCTOBER 12, 1998 k EFFECTIVE: NOVEMBER 1, 1993




CHATTANOOGA GAS COMPANY
GAS TARIFF
TRANO. 1 FIRST REVISED SHEET NO.50D

PURCHASED GAS ADJUSTMENT PROVISION (Continued)

5. Filing with the Authority.
The computation of the Gas Charge Adjustment shall be filed in accordance with the
notice requirements specified in Subsection C of Section I of this Rider, and shall
remain in effect until a revised Gas Charge Adjustment is computed and filed pursuant
to this Rider. ' ‘

‘ The Company shall file with the Authority a transmittal letter, an exhibit showing the
computation of the Gas Charge Adjustment, a PGA tariff sheet, and any applicable
revised tariff sheets issued by Suppliers.

The transmittal letter shall state the PGA tariff sheet number, the service area(s), the
primary reasons for revision, and the effective date.

If the Company proposes to recover any Gas Costs relating to (1) any payments to an
affiliate or (2) any payments to a non-affiliate for emergency gas, over-run charges,
take-or-pay charges, and take-and-pay charges (except as provided below) or (3) the
payment of any demand or fixed charges in connection with an increase in contract
demand, the Company must file with the Authority a statement setting forth the reasons
why such charges were incurred and sufficient information to permit the Authority to
determine if such payments were prudently made under the conditions which existed at
the time the purchase decisions were made.

Any filing of a rate change under this Rider shall be effective on the proposed effective
date unless the Authority shall act to suspend the proposed change within thirty days
after the filing, in which case the filing shall be subject to notice and hearing,

The recovery of pipeline take-or-pay charges which were the subject of Docket No. U-
87-7590 shall continue to be handled under procedures approved by this Authority in
that docket until such time as such procedures may be modified or amended by further
order of the Authority.

B. Refund Adjustment.
The Refund Adjustment shall be separately stated for firm and non-firm customers, and may be
either positive or negative.

1. Computation of Refund Adjustment ,
The Company shall compute a Refund Adjustment on the last day of each calendar
quarter using the following formulas::

DRI —DRz) . ( CR-CR2+ CR3+ i)

FirmRA =
( SFR STR

- + +i
Non — FirmRA =(CR1 CRZ_CR3_1)

STR

ISSUED: OCTOBER 12, 1998 EFFECTIVE: NOVEMBER 1, 1998




CHATTANOOGA GAS COMPANY

GAS TARIFF - \ ,
TRANO. 1 , ___FIRST REVISED SHEET NO.50E
PURCHASED GAS ADJUSTMENT PROVISION (Continued) :
2. Definitions of Formula Components.
RA = The Refund Adjustment in dollars per CCF/therm, rounded to
no more than five decimal places ,
DRI = Demand refund not included in a currently effective Refund

Adjustment, and received from Suppliers by check, wire
transfer, or credit memo.

DR2 = A demand surcharge from a Supplier not includable in the Gas
Charge Adjustment, and not included in a currently effective
Refund Adjustment.

CRI = Commodity. réfund not included in a currently effective Refund

- Adjustment, and received from Suppliers by check, wire
transfer, or credit memo.

CR2 = A commodity surcharge from a supplier not includable in the
Gas Charge Adjustment, and not included in a cutrently
effective Refund Adjustment.

CR3 = The residual balance of an expired Refiund Adjustment.

i = Interest on the “ Refund Due Customers' Account,” using the
average monthly balance based on the beginning and ending
monthly balances. The interest rates for each calendar quarter
used to compute such interest shall be a rate 2% below the
arithmetic mean (to the nearest one-hundredth of one percent)
of the prime rate value published in the “ Federal Reserve
Bulletin” or in the
Federal Reserve's “ Selected Interest Rates” for the 4th, 3rd,
and 2nd months preceding the 1st month of the calendar
quarter. The interest rate used shall not be greater than 12% nor
less than 8%.

SFR = Firm sales as defined in the Gas Charge Adjustment
computation, less sales under a transportation or negotiated rate
schedule.

STR = Total sales as defined in the Gas Charge Adjustment
computation, less sales under a transportation or negotiated rate
schedule.

3. Modification of Formula.

The formulas set forth above are not designed for use with two-part demand/commodity
rate schedules; therefore, the formulas may be modified for use with such rate schedules.
In addition, the formulas may be modified from time to time to carry out the intent of
this PGA Rider. Any amendment to the formulas shall be effective on the proposed
effective date of the amendment unless the Authority shall act to suspend the proposed
amendment within thirty days after the filing of the proposed amendment, in which case
the proposed amendment shall be subject to notice and hearing.

ISSUED: OCTOBER 12, 1998 EFFECTIVE: NOVEMBER 1, 1998
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PURCHASED GAS ADJUSTMENT PROVISION (Continued) ‘

4. Filing with the Authority. : ‘
The computation of the Refund Adjustment shall be filed in accordance with the notice
requirements specified in Subsection C of Section I this Rider, and shall remain in effect
for a period of twelve (12) months or for such longer or shorter period of time as
required to appropriately refund the applicable refund amount.

The Company shall file with the Authority a transmittal letter, exhibits showing the
computation of the Refund Adjustment and interest calculations, and a PGA tariff sheet.
The transmittal letter shall state the PGA. tariff sheet number, the service area(s), the
reason for adjustment, and the effective date. Should the Company have a Gas Charge
Adjustment filing to become effective the same date as a Refund Adjustment, a separate
transmittal letter and PGA tariff sheet shall not be necessary.

C. Actual Cost Adjustment.

Commencing with the initial effective date of this Rider, the Company shall calculate the ACA.
monthly. The Company may, at its option, file monthly to include the ACA in its calculation of
the Gas Charge Adjustment but shall be required to do so at least annually. The ACA shall be the
difference between (1) revenues billed customers by means of the Gas Charge Adjustment and
(2) the cost of gas invoiced the Company by Suppliers plus margin loss (if allowed by order of
the Authority in another docket) as reflected in the Deferred Gas Cost account. The balance of
said account shall be adjusted for interest at the rate provided for the calculation of interest with
respect to the Refund Adjustment. The ACA shall be segregated into demand and commodity,
and shall be added to or deducted from, as appropriate, the respective demand and commodity
costs included in the Gas Charge Adjustment. Supplemental sheets showing the calculations of
margin losses and cost savings shall also be provided.

D. Adjustments to Prior Period ACAs.

In the event that circumstances warrant a correction to or restatement of a prior period ACA,
such correction or restatement shall be made in accordance with the ACA calculation in effect
for the time period(s) to which the correction or restatement relates. The resulting adjustment
shall then be added to or deducted from the appropriate ACA in the next ensuing ACA filing
with the Authority.
7

E. Annual Filing with the Authority.

Each year, the Company shall file with the Authority an annual report reflecting the transactions
in the Deferred Gas Cost Account. Unless the Authority provides written notification to the
Company within 180 days, the Deferred Gas Cost Adjustment Account shall be deemed in
compliance with the provisions of this Rider. ‘

GAS COST ACCOUNTING

To appropriately match revenues with cost of purchased gas as contemplated under this rule, the
Company shall originally record the cost of purchased gas in a "Deferred Gas Cost" account. Monthly the
Company shall debit "Natural Gas Purchases" with an amount equal to any gas cost component included
in the Company's base tariff rates (base rate) plus the PGA rate, as calculated hereunder, multiplied by the
appropriate sales volumes billed to customers. The corresponding monthly credit entry shall be made to
the "Deferred Gas Cost" account.

ISSUED: OCTOBER 12, 1998

FIRST REVISED SHEET NO.50F

EFFECTIVE: NOVEMBER 1, 1998
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Chattanooga Gas Company
Docket 03-00209
Consumer Advocate and Protection Division of the Office of The Attorney General
Discovery Request Issued July 28, 2003

Discovery Request No. 20

Identify and produce all materials provided to, reviewed'by or produced by any expert or
consultant retained by Petitioners’ to testify or provide information from which another
expert will testify concerning this case.

Response:

See response to Discovery Request No. 18.

DRAFT as 8-22-03 3:20 pm
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Chattanooga Gas Company
Docket 03-00209
Consumer Advocate and Protection Division of the Office of The Attorney General
Discovery Request Issued July 28, 2003

Discovery Request No. 21

Identify and produce all work papers of Petitioners’ proposed experts, including but not
limited to file notes, chart notes, tests, test results, interviews and/or consult notes and all
other file documents that any of Petitioners’ expert witnesses in any way used, created,
generated or consulted by any Petitioners® expert witnesses in connection with the
evaluation conclusion and opinion in this matter.

Response:
Chattanooga Gas Company objects to this request on the basis that it is overly broad and

unduly burdensome. Subject to and without wajvi g the foregoing objection to this
request, the Company will produce Mr. Hickerson’s workpapers.

DRAFT as 8-22-03 3:20 pm
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Chattanooga Gas Company
Docket 03-00209
Consumer Advocate and Protection Division of the Office of The Attorney General
' Discovery Request Issued July 28, 2003

Discovery Request No. 22:

Identify and produce a copy of all trade articles, journals, treatises and publications of
any kind in any way utilized or relied upon by any of Petitioners’ proposed expert
witnesses in evaluating, reaching conclusion or formulating an opinion in this matter.
Response:

No testimony has yet been prepared. The primary publications relied on by Mr.

Hickerson are the Tennessee Regulatory Authority Administrative Rule 1220-4-7 and
Chattanooga Gas Company TRA Gas Tariff No. 1 Pages 50-50F.

DRAFT as 8-22-03 3:20 pm




Chattanooga Gas Company
Docket 03-00209
Consumer Advocate and Protection Division of the Office of The Attorney General
Discovery Request Issued July 28, 2003

Discovery Request No. 23

Identify and produce a copy of all documents which relate or pertain to any factual
information provided to, gathered by, utilized or relied upon by any of Petitioners’
proposed expert witnesses in evaluating, reaching conclusions or formulating an opinion
in this matter. ' '

Response:

No testimony has yet been prepared.

DRAFT as 8-22-03 3:20 pm
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Chattanooga Gas Company
- Docket 03-00209
Consumer Advocate and Protection Division of the Office of The Attorney General
Discovery Request Issued July 28, 2003

Discovery RegueSt No. 24

Identify and produce a copy of all articles, journals, books or speeches written by or co-
written by any of Petitioners’ expert witnesses, whether published or not.

Responses:

Mr. Hickerson has not maintained copies of speeches or presentations that he has
prepared or co-prepared while employed by the Tennessee Public Service Commission
from 1976-1994, with the Office of the Attorney General and Reporter State of
Tennessee —~Consumer Advocate Division 1994-2000, or with AGL Services Company
2000-present.

DRAFT as 8-22-03 3:20 pm
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Identify and produce all work papers of Petitioners’ proposed experts, including but not
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other file documents that any of Petitioners’ expert witnesses in any W_ay. used, created,
generated or consulted by any Petitioners’ expert witnesses in connection with the
evaluation conclusion and opinion in this matter.
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any kind in any way utilized or relied upon by any of Petitioners’ proposed expert
witnesses in evaluating, reaching conclusion or formulating an opinion in this matter.
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